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The Debt Equivalence of Leases: 
An Empirical Investigation 


Robert G. Bowman 


ABSTRACT: This study empirically investigates the relationship of capital leases to the 
market risk of lessees. The capitalized value of leases, as reported to the SEC under - 
ASR-147, was used to measure the value of lease obligations. A multiple regression 
model was tested with market risk (beta) as the dependent variable and an, accounting 
beta, debt-to-equity ratio and leases-to-equity ratio as independent variables. Initial 
tests found the lease variable was not significantly associated with market risk. How- 
ever, the leverage and lease variables were highly correlated. Two tests were developed 
to overcome the multicollinearity problem. Both tests found that when the multicol- 
linearity was controlled, leases made a significant contribution to the association tests on 


market risk. 


HE purpose of this study is to investi- 
gate accounting and financial issues 
arising from the practice of leasing 
as a means of securing the use of property. 
The’ basic question to be addressed is 
whether certain leases are perceived to be 
a form of debt financing by market par- 
ticipants. This question has been exten- 
sively debated in the literature of finance 
and accounting. Recently, some empiri- 
cal evidence has been presented on this 
topic. , 
Elam [1975]. tested whether the 
capitalization of leases would allow more 
accurate predictions of bankruptcy. His 
results were not statistically significant, 
` but, as he states, the somewhat arbitrary 
procedures used to estimate the effect of 
lease capitalization may account for the 
weak results. Ro [1978] tested whether 
the disclosure of lease information in 
accordance with Accounting Series Re- 
lease No. 147 [1973] (ASR-147) of the 
Securities and Exchange Commission 
(SEC) had an impact on security prices. 
Ro interprets his results to indicate that 
the release of information in accordance 
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with ASR-147 had an adverse impact on 
the pricing of securities. May et al. [1978] 
investigated the effect upon the structure 
of security prices of required disclosure 
of leases under ASR-147 and Accounting 
Principles Board Opinion No. 31 [1973]. 
Their evidence indicates an anticipatory 
price adjustment occurred over the 12 
months prior to public release of the 
information. Abdel-khalik et al. [1978] 
looked at the impact of ASR-147 dis- 
closure. on bond risk premiums. Their 
study indicated no impact on security 
prices of the disclosure but that some 
firms may have a smaller bond risk 


The author wishes to acknowledge the helpful com- 
ments of Eric Noreen, members of the Accounting 
Workshop at the University of Oregon, and especially 
his disseration chairman, William H. Beaver. Financial 
assistance was provided by Stanford University and the 
University of Oregon. ; 
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premium if they keep leases off the 
balance sheet. 

The diverse empirical results cited 
above illustrate that the general issue of 
the impact of leases (and lease disclosure) 
is far from being resolved. Also, none of 
the studies directly addresses the rela- 
tionship between leases and risk. This 
research study empirically investigates 
the impact of leases on risk in the securi- 
ties market using capital market theory. 
Rather than directly considering the 
impact of changes in levels of disclosure, 
the debt equivalence of leases is the focus 
of study. The results indicate that a 
variable reflecting the magnitude of 
leases is significantly associated with 
market risk. 

The following section develops the 
empirical model to be used in this study. 
Next the sample selection and measure- 
ment issues are addressed. Then the test 
hypothesis is stated, and the results of the 
empirical research are reported. Finally, 
the conclusion summarizes the study and 
provides an interpretation of the results. 


DEVELOPMENT OF A MODEL 

The development of a testable model 
of the relationship between leases (as a 
form of debt) and market risk begins 
with the theoretical relationships. Bow- 
man [1979] has shown, using the assump- 
tions of the capital asset pricing model 
and assuming that firms can borrow and 
lend at the risk-free interest rate, that 
systematic risk (B™) is directly related 
to leverage (debt-to-equity ratio—D/S) 
and accounting beta (84). This is shown 
analytically for leverage as: 


p% = (1 + st) it (1) 


The systematic risk of a firm with debt in 
its capital structure (L) is equal to the sys- 
tematic risk of the same firm without 
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leverage (U) times one plus the leverage 
ratio. 

The accounting beta is expressed as the 
covariability of a firm’s accounting earn- 
ings with the accounting earnings of the 
market portfolio.’ The direct relationship. 
between systematic risk and accounting 
beta is shown as: 


pit = = 4 (2) 


where i indicates the individual firm, m 
indicates the market portfolio and the 
ratio of equity values acts as a scalar to 
adjust the earnings covariability (84) to 
a return metric. 

Bowman [1979] further demonstrates 
that there is no direct relationship be- 
tween systematic risk and other variables, 
such as earnings variability, dividends, 
size and growth.” These results provide a 
theoretical basis for empirical research 
into the relationship between leases and 
risk. 

The debt equivalence of leases can be 
addressed by focusing on the measure- 
ment of the leverage ratio. Equation (1) 
above can be shown as: 


D 
Bit = BY + =" Bi 
j L 


The market risk of a leveraged firm (8%) 
is equal to the market risk of an un- 
leveraged firm (B¥) plus an amount 
proportionate to the leverage measure. 
In simple terms, the leveraged firm has 
risk above that of an all-equity firm. Al- 
though not a sufficient statistic, leverage 
can help to explain market risk. 


$ The accounting beta is represented mathematically 
as: 


4 cov(X,, Xm) “Ts 
where X is accounting earnings, 


? Additional relationships could be obtained by alter- 
ing or adding to the assumptions being used here. 
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Leverage adds risk to an all-equity firm 
and this is traditionally called financial 
risk. The main counterpart of financial 
risk is business risk. The accounting beta 
of an unleveraged firm represents the 
business risk of the firm, and since there 
is no financial risk, also, the market risk. 
As leverage is added to the firm, the ac- 
counting beta begins to reflect both busi- 
ness and financial risks. 

Development of the model begins with 
the distinction between business and fi- 
nancial risk. A general framework for a 
model of market risk is: 


f™ = f (business risk, financial risk). 


Leverage will be included as the measure 
of financial risk. A variable is then needed 
to capture the business risk. Equation (2) 
shows that market risk is a function of an 
accounting beta. In the absence of lever- 
age, the accounting beta represents busi- 
ness risk, making the accounting beta an 
obvious candidate for the business risk 
variable. It will capture business risk but 
will also capture some financial risk. A 
variable which has no contamination 
from financial risk is preferred but un- 
available. Alternative methods of mea- 
surement of the accounting beta will be 
examined to reduce the contamination. 

Because of anticipated problems with 
the measurement of an accounting beta, 
other variables and techniques were con- 
sidered to capture the effect of business 
risk. The risk class concept of Modigliani 
and Miller [1958] points to the possibil- 
ity of differential business risk across in- 
dustries. Within this viewpoint, a portion 
of market risk could be explained by the 
use of intercept dummy variables (A). In 
the context of multiple regression analy- 
sis, the intercept dummy variables based 
upon industries will capture that portion 
of market risk which varies systematically 
between industries. 

The debt equivalence of leases is the 
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research issue. The framework above in- 
corporates a measure of debt (leverage). 
If leases are a form of debt, they should be 
considered in the measurement of lever- 
age. However, if leases are a form of debt 
but are not strictly equivalent to other 
types of debt, their effect on p~ will 
differ. Introducing leases as a separate 
independent variable will allow its co- 
efficient to differ from the coefficient on 
the other leverage variable. 

The model at this point incorporates 
the lease variable (L) and can be stated 


functionally as: 
DL : 
pu -( aos): (3) 


There does not appear to be any theoreti- 
cal basis for including additional inde- 
pendent variables. 


SELECTION OF THE SAMPLE 


To address empirically the lease issue 
in the context of the model developed 
above, it was expedient to draw a sample 


from firms which employed leasing as an 


alternative to the purchasing of assets. A 
major impediment to research concern- 
ing leases has been the lack of adequate 
data on the capitalized value of lease 
commitments. ASR-147 provides data 
of potential usefulness and became 
readily available when it was included on 
the COMPUSTAT Annual Industrial 
Tape. The sample was selected from the 
COMPUSTAT Tape. First, the firms 
which had disclosed the present value of 
their capital lease commitments were 


identified. This gave 538 firms. Then, . 
data availability criteria were imposed to 
ensure continuous data for purposes of 
calculating accounting beta and an oper- 
ationalized measure of systematic risk. 


3 Note the distinction between the variable L which 
represents leases, and the subscript Z indicating the 
leveraged firm. For the remainder of the paper, the use of 
Ł as a subscript will not be necessary. 
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Ten years of continuous accounting 
information with no changes in fiscal 
year-end and five years of continuous 
monthly security price information, both 
through the first fiscal year ending in or 
after December 1973, were required.*:> 
The remaining 174 firms were then 
classified according to their two-digit 
Standard Industry Classification (SIC) 
Code. Because of the use in the model of 
dummy. variables based on industry 
membership, the inclusion of firms from 
industries with only a small number of 
firms was inefficient. In an attempt to 
counterbalance the desire for high de- 
grees of freedom with the extensive time 
required for the hand collection of addi- 
tional data,® the seven largest industry 
groups were chosen. This gave a sample 
of 95 firms. Two of these firms were 
dropped because of major mergers or 
reorganizations during the five years 
prior to ASR-147 disclosure which sig- 
nificantly altered the structure of the 
firms. A final firm was dropped due to its 
having two classes of common stock. 
Although this presents no theoretical 
problems, the practical problems war- 
ranted dropping the firm. The final 
sample of 92 firms distributed according 


to SIC Code is shown: 
SIC Code Industry Description Firms 
20 Manufacturing—food 17 
28 Manufacturing—chemicals 13 
29 Petroleum refining 10 
35 Manufacturing—machinery 8 
except electrical 
45 „Air transportation 13 
53 * Retail general merchandise 20 
54 Retail food il 
92 


The procedures used to obtain the final 
sample of firms directly affects the gener- 
alizability of the empirical results. There 
are two direct effects of the data availa- 
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bility screenings (which reduced the 
sample to 174 firms). The remaining 
firms are large and they are the survivors, 
a selection bias common in empirical 
financial accounting research. Although 
the results are not generalizable to other 
types of firms, the large, established, suc- 
cessful firms comprise a major part of the 
publicly traded equity securities available 
and are of interest in their own right. 
The selection process which limited the 
sample to leasing firms within lease- 
intensive industries also produces an 
impact upon the results. Generalizing 
the results to a larger group of firms is 
inappropriate. Even so, the findings are 
of interest, as this is only the beginning 
of empirical research on the issue. A 
logical starting point is to concentrate on 
the set of firms “where the action is.”’. 


MEASUREMENT ISSUES 


All four measured variables in the 
model (6, B4, D/S), L/S have measure- 
ment issues which must be addressed. 
Systematic risk defined by the capital 
asset pricing model is not directly ob- 
servable. The market model is commonly 
used empirically to obtain a surrogate. 
This is not without measurement error 
problems. However, relative to other 
measurement issues the market risk 
measure is the least troublesome. Market 


* Security price data were obtained from the Center 
for Research in Security Prices (CRSP) Tape. An addi- 
tional criterion was also imposed that total income avail- 
able for common stockholders be positive over the five 
years beginning in 1968. This criterion was imposed for 
purposes of an extension of the study reported here. 

5 A December 31 fiscal year-end was not included as a 
requirement, although this criterion has been commonly 
imposed by previous empirical researchers. It was not 
considered necessary or desirable here since many leas- 
ing firms, particularly in the retail industries, were antici- 
pated to have fiscal year-ends other than December 31. 
Given data availability and constraints of the model it 
was desirable to use as many firms as possible, particu- 
larly where there was industry concentration. 

©See the discussion concerning estimation of the 
market value of debt. 
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risk (B™) is estimated with the market 
‘model for the 60-month period ending on 
the fiscal year-end first subject to dis- 
closure of lease information under ASR- 
147. Market risk is thus measured for the 
period prior to ASR-147 data becoming 
publicly available. 


The accounting beta has been the sub- - 


ject of a number of studies (Ball and 
Brown [1969]; Gonedes [1973, 1975]; 
‘Beaver and Manegold [1975]). Which 
one of the alternative forms to use has 
not been clearly established. The theoreti- 
cal accounting beta is based on the unde- 
flated earnings of the firm before interest 
and taxes deflated and scaled by the 
factor: S,,/S; Previous. studies suggest 
that the accounting beta, however mea- 
sured, contains considerable measure- 
ment error. The focus of this study is on 
the lease variable as a competing variable 


in the tested model. The form of ac- - 


counting beta with the highest explana- 
tory power is used. Any bias created by 
this selection procedure should be in the 
favor of the null hypothesis developed in 
the next section. The first difference of 
income before extraordinary items over 
common equity (book value) is the form 
used in this study. An alternative form of 
` the accounting beta, most consistent with 
the attempt.to minimize the contamina- 
tion of the business risk measure with 
financial risk, is income before interest 
and taxes over total assets. Tests using 
this form of the variable; although not as 
statistically significant, yielded compara- 
ble results in all of the tests. 
This study focuses upon leverage in 
- terms of the debt equivalence of leases. 
The theory developed above considers 
leverage measured as the ratio of market 
value of debt to market value of common 
equity. Since earlier research has used an 
accounting (book value) measure of 
_leverage, both. market value and ac- 
counting value measures were tested.’ 
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Leverage is measured at the balance 
sheet date first subject to the reporting 
requirements of ASR-147 (the first fiscal 
year-end in or after. December 1973). 
Tests of association with market risk 
showed the leverage measure to be sensi- 
tive to whether market value or-account- 
ing value was used for common equity 


-but was insensitive to which measure- 


ment was used to value debt. A hybrid 
measure, accounting value of debt over 
market value of common equity, was 
marginally more powerful than the mar- 
ket value measure. Because of its theo- 
retical superiority, the market value 
leverage measure will be reported here.® 

The last variable to be considered 
is the lease variable. As a result of the 
reporting. requirements of ASR-147 
and the inclusion of such data on the 
COMPUSTAT Tape, information on 
the present value of capital lease commit- 
ments is now available. These data, how- 
ever, are not determined to represent the 
market value of the lease commitments, 
resulting in two principal departures 
from the theoretical model developed 
above. First, the information represents 
only the present value of non-capitalized 
commitments under capital leases. Sec- 
ond, the interest rate used to calculate the 
present value is the negotiated rate used 
at the inception of the lease, and thus the 
result is analogous to.a historical cost 
measurement. Theoretically, the prevail- 
ing interest rate should be used to obtain 


7 See. Bowman [1978] for a detailed discussion of the 
procedures used to obtain estimates.of the market value 
of debt and of other measurement issues surrounding 
the leverage variable. 

8 A number of measurement issues relating to leverage 
are being passed over for brevity. Most significantly 
perhaps, is the handling of convertible debt where both 
the numerator and denominator are potentially affected. 
The test results to be reported were replicated with firms 
having significant convertible debt omitted. The results 
closely approximate what is reported. An extensive dis- 
cussion of the measurement issues and their Boe is 
reported in Bowman [1978]. , 
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a market value measurement. These two 
departures from the theoretical model 
could result in lease data subject to mea- 
surement error. 

Although there is no definitive theory 
to rely upon, a priori evaluation of the 
SEC requirements would suggest that the 
present value of lease commitments is 
understated by the limitation to capital 
leases. 

The interest rates prevailing at the 
time of this study were at or near their 
historic highs. Using interest rates in 
effect at the inception of the leases tends 
to overstate the present value of the lease 
obligations during the period of the 
study. The SEC’s required disclosure in- 
cludes the weighted average interest rate 
but gives no information concerning 
time periods. Without additional infor- 
mation concerning the cash flows, the 
present values cannot be recalculated 
using interest rates prevailing during the 
period of the study. 

The two problems tend to be offsetting 
in the aggregate. However, this may not 
be true on an individual basis, and further 
research is warranted if the necessary 
data become available. The lease variable 
to be used in the model is'L/S where L is 
measured from the lease data reported 
under ASR-147 for the first fiscal year 
ended in or after December 1973, and S 
is measured as the market value of com- 
mon stockholders’ equity. 


TEST HYPOTHESIS 


Are leases a form of debt? The theory 
developed above indicates that leverage 
should be measured at market values, 
and if leases are a form of debt, they 
should also be included. Data on the 
capitalized value of leases is very re- 
strictively available, and the tests are, 
therefore, conditioned by the ASR-147 
measurement of leases. The primary null 
hypothesis is: 
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Ho: Lease obligations, as measured in ac- 
cordance with ASR-147, do not make a 
statistically significant contribution to 
an association test on market risk. 


A multiple regression analysis of the full 
model presented in Equation (3) consti- 
tutes the principal test of the null hy- 
pothesis. Use of multiple regression 
analysis has two implications of particu- 
lar importance which warrant discussion. 
It assumes that the effect of the inde- 
pendent variables on market risk is 
linear and is additive. 

In the section on development of a 
model, market risk was shown to be a 
linear function of the accounting beta 
and leverage. Although the theory speci- 
fies the linear relationship, the observed 
empirical relationship may be more 
complex. For example, either or both of 
the independent variables (accounting 
beta and leverage) may empirically have 
acurved relationship to market risk, such 
as would result from a quadratic or an 
exponential function. However, at this 
juncture there is no basis for attempting 
to specify an alternative to the linear 
function. If a linear specification is 
employed to describe a nonlinear rela- 
tionship, rejection of the null hypothesis 
is made less likely than in a case where the 
empirically appropriate nonlinear form 
is specified. 

Using an additive model to combine 
variables representing business and finan- 
cial risk is troublesome. Equations (1) 
and (2) taken together indicate a multi- 
plicative relationship between the ac- 
counting beta and leverage. In other 
words, the impact of the two variables 
upon market risk is interrelated. Perhaps, 
one independent variable should be the 
accounting beta multiplied by leverage. 
However, as shown in Equation (3), the 
model uses two variables to represent 
leverage and intercept dummy variables 
(six are required to differentiate among 
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the seven industries) to reflect inter- 
industry differences in business risk. 
Thus, there are two leverage measures 
which reflect financial risk and six mea- 
sures in addition to the accounting beta 
which reflect business risk. Specification 
of a model which represents all of the 
possible interrelationships would be pro- 
hibitively complex. Therefore, the testing 
begins by assuming additivity. Extensions 
are then tested which admit to multi- 
plicative relationships. As with the linear- 
ity assumption, the procedure used will 
make rejection of the null hypothesis less 
likely. 

The empirical test involves a joint 
hypothesis. Market risk is measured over 
the period prior to the public disclosure 
of the ASR-147 information. Capital 
market equilibrium is conditional upon 
the information available to the market 
participants. The tests are of the joint 
hypothesis that the market participants 
have the lease information, and that they 
view leases as a form of debt. Since the 
lease capitalization information provided 
by ASR-147 was not previously being 
disclosed to the public (i.e. market 
participants) through accounting reports, 
there are three alternative possibilities. 
The first is that lease information was not 
available and therefore was not im- 
pounded in security prices. A second 
possibility is that the lease data were 
available through alternative information 
channels or could. be reasonably esti- 
mated from other information in the 
public domain. Many firms disclose 
qualitative information or quantitative, 
but non-financial information concerning 
the extent of their leasing. For example, 
a retail food company might disclose the 
number and locations of leased stores. 
The SEC also required that firms report 
their annual rent expense during the 
period covered by this study. A third 
possibility is that the information is im- 
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pounded by the trading activities of 
insiders using information not in the 
public domain. 

A thorough presentation of the evi- 
dence against the first possibility is found 
in Fama [1976] and in other research 
concerning the efficiency of the securities 
markets.? The second and third possi- 
bilities relate to levels of market efficiency 
of the semi-strong and strong form, 
respectively. How far the efficiency of the 
securities market can be extended is 
unclear, as is exactly where on the infor- 
mation spectrum the pre-ASR-147 lease 
data lie. It is important at this point to 
note that the testing necessarily involves 
the joint hypothesis, and that rejection 
of the hypothesis (or failure to reject the 
null hypothesis) can be attributable to 
the failure of either or both of the com- 
ponents of the joint hypothesis. 


PRINCIPAL TEST RESULTS 


The sample of firms being tested is a 
specialized sample, thus limiting the 
ability to generalize the results. Nonethe- 
less, many of the measurable character- 
istics of the firms do not vary greatly 
from those found in previous, more 
generalizable studies. Table 1 presents 
summary statistics for the sample. The 
securities have an average market risk of 
1.04, standard deviation of 0.40, and 
average accounting beta of 0.87. These 
measures are all close to the averages 


9 Recent research by Noreen and May [1979] lends 
some credence to the first possibility, a type of strong- 
form market inefficiency. In another paper, May and 
Noreen [1978] argue that an impending disclosure of 
additional information, as with ASR-147 information, 
may lead to adjustments in security prices. No empirical 
tests have yet been made of their theory. This raises the 
possibility of risk adjustments in the securities market 
during the five-year period used here to estimate market 
risk. To the extent, if any, such an adjustment of risk in 
anticipation of ASR-147 was taking place, the effect 
would seem to be to introduce a bias against observing 
positive results in this study (i.e., against rejecting the 
null hypothesis). 
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TABLE 1 
Summary STATISTICS BY INDUSTRY 
M M L M 
7 TETE 
Code Industry Description Firms pr! pA 


20 Manufacturing-food 

28 Manufacturing-chemicals 
29 Petroleum refining 

35 Manufacturing-machinery 


except electrical 
45 Air transportation 
53 Retail general merchandise 
54 Retail food 


Sample of leasing firms 92 





p™ = market or systematic risk 


f4= accounting beta 


15 ` 1.53 
1.01 - 118 
78 79 


1.22 1.52 
1.65 2.26 
1.04 27 1.32 

92 56 1,40 





1.04 87 1.44 


M 
la] =market value-measured debt-to-equity ratio 


L M 
[=] = market value-measured leases-to-equity ratio 


M 


A L : i 
[3 | = accounting-measured debt-to-equity ratio deverag = | =market value-measured leases-to-debt ratio 


found: in previous studies. The book 
value-measured leverage averaged 1.44, 
which is considerably higher than that of 
other studies. Beaver et al. [1970], for 
example, found an average leverage (as 
measured here) of 0.65 over the period 

1947-1965. 

‘One explanation is that the period 
when leverage was measured here was 
one of generally adverse economic condi- 
tions, and as stock prices dropped, firms 
turned increasingly to debt financing, 
which increased the accounting-mea- 
sured debt-to-equity ratio. This explana- 
tion is consistent with economy-wide 
increases in the leverage measure. A 
second explanation concerns the special 
nature of this sample. Firms were chosen 
specifically for their leasing practices, 
and therefore it does not seem surprising 
that they would have high leverage 
measures. The test results reported below 


confirm the high degree of correlation 
between leverage and leases. 

Table 1 shows the summary statistics 
in the aggregate and by industry. It is 
interesting to note the differences be- 
tween the industries for each of the six 
variables shown. There appear to be 
considerable inter-industry differences. 

Multiple regression analysis is used to 
test the functional relationships identified 
in Equation (3). The tested model is: 


L D 
Bi =+ 1{5| +72Bi+ |5] 
6 
+ È Mada tu: (4) 


The significance of the lease variable is a 
direct test of the null hypothesis. The re- 
sults of the model in Equation (4) are (¢ 
values in parentheses): 
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M = 0.514 — 0.005 E + 0.093 Bf + 0.094 [š] + 0.25 A? 
i i 
(0.13) (1.44) (4.58) (2.66) 
+ 0.12 A? + 0.37 A5 + 0.71 A45 + 0.28 AS? + 0.11 AF4 
023 64D) (33 649 (09 
(R? = .66). (5) 


The lease variable is not significantly 
associated with market risk at any rea- 
sonable level, and. the null hypothesis 
cannot be rejected. Before pursuing the 
lease issue further, a number of additional 
aspects of this result are noted. The model 
is very powerful (R*=.66), and the 
dummy variables play a significant role, 
with four of the six being statistically 
significant at the 0.01 level. The airline 
industry (45) in particular has a highly 
significant inter-industry risk compo- 
nent. The accounting beta is not sig- 
nificant, but the leverage variable is 
highly significant, and the magnitude of 
the coefficient seems reasonable (y3 
=0,094).!° 

Does the presence of the intercept 
dummy variables affect the explanatory 
power of the lease variable? To. examine 
this question, the model of Equation (4) 
was run without the dummy variables 
and the results are: 


M = 0.619 + 0.007 Is | 
(0.15) 


The lease variable remains statistically 
insignificant. However, some effects are 
worth noting. Omission of the dummy 
variables results in less . explanatory 
power, as the. R? drops from .66 to .43. 
The intercept dummy variables, in the 
aggregate, make a significant contribu- 
tion to Equation (5).!! The significance 
of the leverage variable actually decreases 
slightly in Equation (6). The accounting 


+ 0.239 p4 + 0.105 [5] (R? = 43). 
i 
(3.71) 





beta variable, however, is of greater sig- 
nificance in Equation (6), and the coeffi- 
cient on the variable is larger. An inter- 
pretation is that there is a significant 
inter-industry component to business 
risk as represented by the accounting 
beta.1? 

The results of the first tests have 
established a number of points concern- 
ing the relationship of the independent 
variables to market risk. To summarize, 
the results of the association tests on 
market risk indicate: (1) leases are not 
significant, (2) leverage is very significant, 
(3) the difference in risk across industries 
is significant, and (4) the accounting beta 
is sensitive to whether or not the inter- 
cept dummy variables, representing the 
inter-industry risk -difference, are. in- 
cluded in the model. At this point the re- 
sults must be considered tentative, and 


KO, 
(4.31) 


10 A logical question to ask, even though the lease 
variable is not significant, is whether the coefficients of 
the leverage and lease variaeles are significantly differ- 
ent. Johnston [1972, p. 126] provides guidance for. form- 
ing a t-statistic for this purpose. The statistic was calcu- 
lated and t=3.25. Therefore, we can reject the null: 
hypothesis of no significant difference. 

11 This significance is established using an F test given 
in Mendenhall [1968, pp. 176-179]. Corporately, the 
intercept dummy variables have Fg 32 =6.08. 

12 The industry aspects of leasing were also investi- 
gated. The tests, not reported here, indicate that the 
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further investigation is appropriate. 

The assumptions of linearity and addi- 
tivity implicit in multiple regression 
analysis were discussed in the preceding 
section. Two tests were conducted to 
address the possibility of a multiplicative 
relationship between the accounting beta 
and the financial risk variables. First, 
Equations (5) and (6) were both replicated 
using the logarithm of the measured 
variables. If the variables should be 
multiplied together to form independent 
variables, then expressing the variables as 
logarithms allows them to be added to- 
gether as in Equations (5) and (6). The 
results were similar to those reported 
above and uniformly, slightly less power- 
ful which indicates the model has not 
been seriously weakened by specifying 
additive relationships. Next, a multipli- 
cative model was constructed by multi- 
plying the lease and leverage variables by 
the accounting beta. The results of the 
model using only the measured variables 
are: 
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sults of the multiplicative form when 
intercept dummy variables are included 
are analogous to that shown above. These 
results are mixed yet encouraging with 
respect to the lease variable. Remaining 
tests use the additive form. Complex 
econometric problems, as mentioned in 
the previous section, are created when 
using the multiplicative form. It is rea- 
sonable to expect that biases introduced 
by using the additive form tend to make 
it more difficult to obtain positive results 
concerning the lease variable. 

As noted, the tests conducted above 
necessarily address a joint hypothesis 
with both information and debt equiva- 
lency aspects. Thus, the inability to reject 


‘the null hypothesis may be attributable 


to either (or both) of two circumstances. 
Either lease information, in accordance 
with ASR-147, is not reflective of debt, 
or the securities market did not have the 
information concerning leases prior to 
the release of ASR-147 information. At 


BM = 0.760 — 0.087 BA a + 0.086 Bf + 0.135 på [5] (R? = 41), 
i i 


(2.21) 


Compared to Equation (6), the explana- 
tory power of the model is reduced 
slightly with, however, an interesting 
pattern among the independent variables. 
. While the leverage variable is little- 
changed, the accounting beta’ becomes 
insignificant and the lease variable is 
now significant (at the 0.05 level). The 
negative coefficient on the lease variable 
is somewhat disturbing. An inverse rela- 
tionship between market risk and leases 
is theoretically incorrect as well as intui- 
tively implausible. However, the col- 
linearity between the two financial risk 
variables is very high (R=.82), making 
the result suspect. The problem of multi- 
collinearity is discussed below. The re- 


(1.07) 


(4.91) 


this point in the empirical testing, it is not 
possible to discriminate between the two. 
_ The principal and related tests de- 
scribed above do not allow rejection of 
the null hypothesis on the lease issue. 
There is, however, a problem of multi- 
collinearity between the leverage and 
lease variables. The two variables have a 
correlation coefficient (a measure of 
linear relationship) of .69. The multiple 
regression analysis technique being used 
here assumes that the explanatory (inde- 


effect of leases upon market risk is primarily at the intra- 
industry level rather than the inter-industry level. Thus, 
a problem which has plagued some research of this type 
is not present here (e.g., Dukes [1976]). - 
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pendent) variables are linearly inde- 
pendent of each other. Multicollinearity 
is the term used to describe the case where 
the independence assumption is violated 
by the presence of a fixed relationship 
between the explanatory variables. The 
researcher must be cautious in interpret- 
ing empirical results when an assumption 
of the empirical technique is violated. 
Although the regression results should 
not be dismissed on the basis of high 
correlation between two explanatory 
variables, further investigation is war- 
ranted. The specific problems which can 
arise when there is multicollinearity in 
the data are discussed below. 

Table 2 is the correlation matrix for the 
principal variables used. First, notice the 
correlations of the accounting beta with 
the leverage and lease variables. Theoreti- 
cally, some collinearity is expected. The 
accounting beta is measured as income 
available for common stockholders over 
stockholders’ equity. The role of the 
accounting beta is to capture business 
risk, but the common equity measure will 
include some financial risk. Some col- 
linearity with the accounting beta is to be 
expected, The level observed in Table 2 
would not seem to present a serious 
econometric problem. 


TABLE 2 
CORRELATION MATRIX 
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The more serious multicollinearity 
problem is between leverage and leases. 
Two problems are of concern here. The 
more serious the multicollinearity be- 
tween variables, the less reliable are the 
coefficients being estimated, particularly 
yı and y, in Equation (4). Estimates of 
coefficients become very sensitive to the 
particular data in the sample. To the 
extent that interpretations are made on 
the regression coefficients, the multi- 
collinearity is a problem. In general, this 
study does not require interpretations of 
the regression coefficients, 

The second problem affects the statis- 
tical tests of significance. When there is 
multicollinearity in the independent vari- 
ables, the standard errors of the estimated 
coefficients are very large. This will cause 
correspondingly lower f-values, which 
may lead to eliminating a variable as not 
significantly different from zero when it 
should be included. This is of particular 
concern. here because of the high multi- 
collinearity between leverage and leases 
and the results reported above showing 
insignificance of the lease variable.'? It 
is possible that multicollinearity is a 
reason for the lack of significance, of 
leases in the principal tests. 

Why might multicollinearity be ob- 
served? If there is a specification error in 
the model, such as an omitted variable, 
multicollinearity could result. There is no 
reason to suspect such a specification 
error. Secondly, errors in the measure- 
ment of the variables could be inducing 


13 One ad hoc procedure can help to evaluate whether 
the problem is serious. When the collinear variable is 
added to the equation, the magnitude of increase in the 
standard error of the coefficient estimate is one indicator 
of the seriousness of the problem. A tripling or perhaps 
even doubling would be cause for concern. Equation (5) 
was repeated and the standard error of the estimate of 
the coefficient on leverage was compared with and with- 
out the lease variable in the equation. Introducing leases 
caused an increase of approximately one-third in the 
standard error. This result indicates the multicollinearity 
is not a serious problem. 
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the multicollinearity. Measurement is- 
sues were discussed previously. It does 
not appear that any further procedures 
are available to reduce measurement 
error. It is quite likely that the correlation 
observed empirically between leverage 


BM = 1.223 + 0.088 ps + 0.104] | 
(4.19) 


(2.51) 


and leases is reflective of an existing 
economic relationship between the two 
variables. In that case, the emphasis 
should be upon minimizing or controlling 


for the multicollinearity. Additional test- 
ing procedures are next reported which 
are designed to overcome the multicol- 
linearity problem. 


Test RESULTS WITH CONTROL 
FOR MULTICOLLINEARITY 


Firms which do not report lease infor- 
mation in accordance with ASR-147 
presumably do not have significant leases. 
There is then no multicollinearity be- 
tween leverage and leases for these 
non-leasing firms since the lease variable 
would be equal to zero. Estimates of the 
coefficients on the accounting beta and 
leverage variables of the non-leasing 
firms are unaffected by multicollinearity. 
A new sample of non-leasing firms was 
selected from the COMPUSTAT and 
CRSP tapes, imposing the same criteria 
used for the sample of leasing firms. The 
new sample had 158 firms. 

The variables were estimated for the 
new sample of non-leasing firms. Market 
value of debt information was not avail- 
able, so the leverage measure used is book 
value of debt over market value of com- 
mon stock. The previous results indicate 
this is a good surrogate. The accounting 
beta was estimated using both total 
assets return and common stockholders’ 
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equity return. The results reported here 
are for the common equity metric, as the 
results for the total assets metric were 
similar. Dummy variables were not ap- 
propriate in the light of the test being 
performed. For the new sample the 
following equation was estimated: 


D| (R? = .29), (7) 


Because the lease variable equals zero for 
all the firms in this new sample, the re- 
sults are not altered by introducing the 
lease variable into the model. The co- 
efficients of Equation (7) are free of any 
influence of multicollinearity between 
leverage and leases. The coefficient on the 
leverage variable is similar to what was 
found in Equation (6). These estimated 
coefficients are now used with the follow- 
ing equation for the sample of leasing 
firms: 


pifaiot B+] | +4] 5 [he 


where, from Equation (7): A)=1.223; 
A, =0.088; and 2, =0.104. A rearranging 
of terms yields: 


po — 1.223 — 0.088 Bf — 0.104 [š] 


S| 
-6 = asl] 


This equation is then solved using an 
ordinary least squares regression. The 
results give evidence as to the association 
of the lease variable and market risk 
when multicollinearity is controlled. The 
coefficient 2, =0.077 with’ a t-value of 
4.45, and the adjusted correlation co- 
efficient (R*) is .18. The coefficient on the 
lease variable is of the same general 
magnitude as the coefficient on the 
leverage variable. While this positive and 
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powerful result suggests that a rejection 
of the null hypothesis is appropriate, a 
further investigation is in order. 

A second approach is to choose a 
sample where one of the collinear vari- 
ables is constant and then investigate the 
coefficient of the other variable. Although 
it is not feasible to obtain a sample where 
the leverage variable is constant, sub- 
samples can be created which reduce the 
variability of the leverage variable. To 
accomplish this, the sample was ordered 
according to the leverage variable and 
partitioned into quintiles. The model in 
Equation (6) was then run for each 
quintile. The results were inconsistent 
among the quintiles and were weaker 
than was found for Equation (6). This 
procedure does not provide meaningful 
information concerning the null hy- 
pothesis. 

Another approach to resolve the multi- 
collinearity problem is to select a subset 
of the sample which is expected to exhibit 
little or no multicollinearity.1* A straight- 
forward procedure is to perform a high- 
low dichotomization of the sample based 
on the lease variable and the leverage 


L 
S 


(2.80) 


pe = 0.321 + osofg |+ 0.229 Bf + 0.129 [5] 
(2.07) 


variable. The off-diagonal cells (upper 
right and lower left) contain firms which 
tend toward negative collinearity as 
shown in the 2x2 matrix presented in 
Table 3. Interesting insights into the 
characteristics of the industries are ap- 
parent. For example, the air transporta- 
tion industry (SIC code 45) has no firms 
in the off-diagonal, and they are almost 
all (11 of 13) heavy users of both debt 
and leases. On the other hand, the 
petroleum refining industry (SIC code 29) 
are all low on the leverage measure and 
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TABLE 3 
DICHOTOMIZATION OF THE SAMPLE 





Leverage 


Leases 





The numbers in the cells indicate the industry SIC 
code and then the number of firms in that industry. 


also predominantly low on leasing (eight 
often). 

The 20 firms in the off-diagonal cells 
were then used to reestimate Equation 
(6). Dummy variables were not used be- 
cause of the need to conserve degrees of 
freedom for this small sample. The regres- 
sion results are: 


D| Ra- 
g|, Œ = 30. 


(2.46) 


A comparison of this off-diagonal sample 
result with Equation (6) for the full sample 
yields a number of points. First, the power 
of the sample is considerably reduced 


14 A direct method is to force mechanically the multi- 
collinearity to zero. The leverage and lease variables 
were orthogonalized so that all of the explanatory power 
which is common to both variables is reflected in the 
lease variable. This procedure maintains the total in-. 
formation included in the independent variables. The 
results show that the lease variable becomes very sig- 
nificant (¢ value=3.61) and has a coefficient of 0.109, 
which is approximately the same as was previously 
found for the leverage variable. This result is somewhat 
encouraging, although it is decidedly biased in favor of 
the lease variable. 
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TABLE 4 


CONTROLLING FOR MULTICOLLINEARITY 








Sample — Coilinearity 
Size (R) 


* Significant at .05 level. 
** Significant at .01 level. 


(.43 to .31), particularly in light of the 
drastic reduction in the size of the sam- 
ple. Nonetheless, the lease variable is 
significant, as are the leverage and ac- 
counting beta variables. The coefficients 
on the latter two variables are consistent 
with Equation (6), but the coefficient on 
the lease variable is very high. As ex- 
pected, due to the sample selection pro- 
cedure, the correlation between leverage 
and leases is now strongly negative 
(R = —.53). In summary, the lease vari- 
able is significant, but there is still con- 
siderable multicollinearity, although in a 
direction opposite from the full sample 
setting. l 
Next, firms from the on-diagonal of 
Table 3 are added to the sample of 20 
firms until the multicollinearity is elimi- 
nated. The results of three tests where the 
collinearity between leverage and leases 
approaches zero are summarized in 
Table 4. Each sample consists of the 20 
off-diagonal firms of Table 3 and firms 
randomly selected (without replacement) 
from the remaining 72 on-diagonal firms 
until the multicollinearity is minimized. 
The lease variable makes a statistically 
significant ‘contribution to this associ- 
ation test on market risk where multi- 
collinearity has been controlled. This is a 
very positive result. The coefficients on 


(L/S) 





Coefficients (and t values) 


pA 


0.06 
(1.79)* 
0.10 
(2.55)** 
0.09 
(3.28)** 


all three variables in each of the three 
results were significant, adding further to 
theimpact of these tests. The explanatory 
power of the results generally approxi- 
mates that of Equation (6). The coeffi- 
cients on the accounting beta and lever- 
age variables are comparable to those in 
Equation (6). The coefficients on the 
lease variable are higher than those for 
the leverage variable, although less so 
than when only the 20 off-diagonal firms 
were used. Again, a test has. been con- 
ducted to address the null hypotheses 
where multicollinearity is not present, 
and again, the lease variable is very 
significant. 

The original test of the null hypothesis 
found the lease variable not to be signifi- 
cant. A high level of collinearity was 
present between the leverage and lease 
variables. Two different tests in which 
multicollinearity was controlled were 
then developed and conducted concern- 
ing the significance of the lease variable. 
In each of these two tests, the lease vari- 
able made a statistically significant con- 
tribution to the association test on market 
risk. 


CONCLUSION 


This research has tested for the associ- 
ation between leases (measured in ac- 
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cordance with ASR-147) and market 
risk. In constructing a test of the null 
hypothesis, numerous measurement is- 
sues were encountered. Because of the 
focus upon leases, in choosing among 
alternative forms of the accounting beta 
and leverage the primary criterion was to 
maximize the explanatory power of the 
variable on market risk. This approach 
tends to avoid biases against the null 
hypothesis and to create a more stringent 
test of the lease issue. 

The results of the principal test of the 
null hypothesis were negative. The lease 
variable was not statistically significant 
in an association test on market risk. 
Only when the leverage variable is 
omitted from the model does the lease 
variable become significant. However, 
there was a high level of association 
between the leverage and lease variables. 
Two different tests were then designed to 
alleviate the multicollinearity problem 
which was present due to the lack of 
independence between the leverage and 
lease variables. The first test used a sam- 
ple of non-leasing firms to estimate the 
coefficients for the accounting beta and 
leverage variables. Then, using the sam- 
ple of leasing firms-and the estimated 
coefficients, ordinary least squares re- 
gression was used to determine the 
association between the lease variable 
and market risk. For the second test, 
subsamples were methodically developed 
where the collinearity was approximately 
zero. The results of both tests were 
positive and support a rejection of the 
null hypothesis. 

The conclusion which can be reason- 
ably drawn from the research supports 
the principal hypothesis. When proper 
measures are taken to control for col- 
linearity between leverage and leases, the 
lease variable (measured with ASR-147 
data) does make a statistically significant 
contribution to an association test on 

` market risk.?° 
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This result is particularly interesting 
when considered in the context of the 
efficient market hypothesis, although it 
does not constitute a test of market 
efficiency. The securities market and 
security prices appear to reflect the ASR- 
147 lease data. These results are con- | 
sistent with the market’s being efficient 
with respect to the ASR-147 lease data. 
Remember, however, that the computa- 
tions of market risk used pre-ASR-147 
security price data. The lease data used 
as the independent variable were not 
publicly available during the- periods 
used to compute market risk. Compar- 
able data on the capitalized value of 
leases were also not available. Further- 
more, it is unlikely that the firms would 
have generated the lease data for their 
internal management use. In many, if 
not most instances, direct measurements 
of the capitalized value of leases were 
neither publicly nor privately available 
during the time period used for calcu- 
lating market risk. Yet, considerable 
evidential information was publicly avail- 
able which could have been used by a 
person to estimate the impact of leases.® 

At a minimum, this study provides 
useful information consistent with the 
semi-strong form of market efficiency 


15 Lease information is relevant to the assessment of, 
expected returns to security holders as well as to the 
estimation of market risk which is studied here. The 
studies cited in the introduction focused upon returns 
and are therefore not directly comparable to this study. 
It would be reasonable, however, to characterize this 
study as adding to the diversity of results rather than 
providing a clear resolution of the issues.. Additional 
research is necessary to increase our understanding of 
the impact of leases upon both risk and expected return. 

16 A few examples should suffice to illustrate the 
diverse nature of evidential information available. 
Financial statements generally included a footnote giv- 
ing highly aggregated data concerning the magnitude of 
lease commitments. The annual report filed with the 
SEC is required to disclose information concerning 
rental expense. Major lease commitments such as of an 
airplane are typically announced publicly. Ownership of 
land and buildings (such as retail stores) is a matter of 
public record. These examples are far from exhaustive 
but indicate the wide range of information sources. 
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(public information). It is not clear to 
what extent the evidence relates to the 
strong form of market efficiency (all 
information). As to accounting informa- 
tion alone, this result would seem to be 
consistent with market efficiency in the 
strong form. It is possible that estimates 
of the capitalized value of leases were 
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mation. Exactly how the estimates were 
developed and impounded in security 
prices cannot be determined. Placing of 
this study within the traditional trichoto- 
mous classification of market efficiency 
is probably at the frontier dividing the 
semi-strong and strong forms which is a 
unique form of evidence. 


being formed from solely public infor- 
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Should Replacement-Cost Changes Be 
Included in Income? 


Richard A. Samuelson 


ABSTRACT: in a replacement-cost accounting model, changes in the replacement 
cost of assets held during a period are viewed by some as holding gains and losses which 
are includable in income for the period. The academic literature provides two alternative 
arguments in support of the holding gains treatment. One argument is that replacement- 
cost changes represent “cost savings”; the other argument is that replacement-cost 
changes may be used as “surrogates” for changes in net realizable value or discounted 
present value. The author of this paper examines the two arguments and concludes that 
neither is acceptable. He recommends that, if a replacement-cost model is used as a 
basis for financial reporting, replacement-cost changes be treated as direct adjustments 


to capital. 


model, the non-monetary assets are 

periodically adjusted to current cost 
at the balance sheet date. This adjust- 
ment is regarded by some as a “holding 
gain” includable in income, but by others 
as an adjustment of capital which is not 
part of income. During a period of rapid 
inflation, the classification of this adjust- 
ment could have a very significant effect 
on the reported income of a firm. Study 
groups in Australia, the United King- 


I: a replacement-cost accounting 


dom, and the United States which have ` 


considered the impact of inflation on 
accounts, have all recommended current 
value systems involving the wide use of 
replacement costs, but each has made a 
different recommendation regarding the 
treatment of replacement-cost adjust- 
ments. 

The Institute of Chartered Accoun- 
tants in Australia and the Australian 
Society of Accountants [1978] recom- 
mended in their exposure draft, “Current 
Cost Accounting,” that replacement-cost 
adjustments be treated as direct adjust- 
ments of owners’ equity, with no effect on 
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income for the period. The Inflation 
Accounting Committee (known as the 
Sandilands Committee) in the United 
Kingdom [Sandilands, 1975] took a 
somewhat ambiguous position, on the 
one hand including replacement-cost 
adjustments in a “Summary Statement 
of Total Gains and Losses” and on the 
other hand excluding them from the 
profit and loss account on the ground 
that they do not represent “operating 
profits.” The Financial Accounting Stan- 
dards Board in its exposure draft ‘‘Finan- 
cial Reporting and Changing Prices” 
{1978] recommended supplementary re- 
porting of replacement-cost adjustments 
as “holding gains.” While not incor- 
porating the holding gains in an overall 
measure of business income, the FASB 
argued that they should be viewed as 
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income in the year of the price change. 
In the academic literature, opinion has 
long been divided on the issue. Zeff [1962] 
provided an historical summary of the 
opposing views prior to Edwards and 
Bell. Edwards and Bell [1961, p. 93] 
argued that replacement-cost changes 


represented income. The American Ac-: 


counting Association’s Committee on 
Concepts and Standards [1964] and its 
Committee to Prepare a Statement of 
Basic Accounting Theory [1966] also 
supported the holding gains treatment. 
Sprouse and Moonitz [1962, pp. 57-59] 
argued that changes in the replacement 
cost of inventories were holding gains 
but seemed to imply that changes in the 
replacement cost of plant and equipment 
were capital adjustments. The prepon- 
derance of academic opinion since Ed- 
wards and Bell, however, has favored the 
holding gains treatment for all replace- 
ment-cost changes. 

Justification for either the holding 
gains or capital adjustment treatment is 
often related to a particular definition of 
income. Proponents of. the capital ad- 
justment treatment prescribe a definition 
of income based on the preservation of 
physical capital or “operating capability.” 
In the Australian exposure draft [ICA 
Australia, 1978, p. 5], for example, the 
profit of an entity for a period is defined 
as “the total gain, arising during a period, 
which could be distributed in full whilst 
still maintaining capital, in the sense of 
the operating capability, at the level 
which existed at the beginning of the 
period.” Since funds equivalent to the 
change in replacement cost are not avail- 
able for distribution as dividends with- 
out impairing the entity’s ability to 
replace the asset in the future, this defini- 

‘tion implies that replacement-cost 
changes represent adjustments to capital. 

Proponents of the holding gains treat- 
ment favor an income definition based on 
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the preservation of financial capital, or 
the original amount of money invested 
in the assets of the entity. Profit, there- 
fore, is considered to be the total gain, 
arising during a period, which could be 
distributed in full while still maintaining 
capital, in the sense of the original finan- 
cial investment, at the level which existed 
at the beginning of the period. Under 
this definition, reinvestment in the same 
or similar assets is not a necessary condi- 
tion for income recognition, but is viewed 
as a separate financial management de- 
cision unrelated’ to earnings measure- 
ment. Management could choose to in- 
vest available funds in some other form. 
There is no principle of financial man- 
agement or of financial accounting which 
requires reinvestment of earnings in the 
same or similar assets. 

Defining income in terms of the pres- 
ervation of financial capital does not 
distinguish, however, between historical- 
cost income and replacement-cost in- 
come. While total income during the 
lifetime of an asset will be the same under 
historical-cost and replacement-cost ac- 
counting (if holding gains are included in 
income), the incomes reported in any one 
particular period are likely to be different. 
The difference relates to the timing of the 
recognition of the holding gain element 
of income. Under historical-cost ac- 
counting, the “holding gain” is effec- 
tively recognized in the period in which 
the asset is sold or otherwise consumed. 
Under replacement-cost accounting, 
holding gains are recognized in the period 
of price change. Replacement-cost hold- 
ing gains can, therefore, occur inde- 
pendently of any transaction and do not 
necessarily coincide with any inflow of 
net assets to the entity. Since replace- 
ment-cost holding gains can occur inde- 
pendently of operating gains, they need 
to be defined independently, and since 
replacement-cost holding gains do not 
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result in inflows of net assets they must be 
viewed as “gains” in some sense other 
than “amounts which could be dis- 
tributed.” 

Two broad explanations have been 
* given in the academic literature to justify 
the interpretation of replacement-cost 
adjustments as holding gains and losses. 


One view, associated with Edwards and’ 


Bell [1961, p. 93], is that holding gains 
represent “realizable cost savings.” The 
entity is better off, according to this view, 
if replacement costs have increased from 
the time an asset was purchased, in the 
sense that it would now cost more to 
acquire the asset than it actually did 
when the firm acquired the asset in the 
past. The other explanation is that hold- 
ing gains represent increases in the ex- 
pected. net receipts from either using or 
selling the asset in the future. The re- 
placement-cost measure, according to 
this view, is a surrogate measure for the 
net realizable value or the discounted 
present value of expected receipts at- 
tainable from use of the asset in the 
future. 

The purpose here is to analyze the 
validity of these two explanations for 
holding gains. It is assumed that replace- 
ment-cost financial statements would be 
used for general external financial reports 
aimed primarily at present stockholders 
and potential investors, who are inter- 
ested in knowing whether stockholder 
wealth has increased or decreased during 
the period, and by how much. Other 
users such as creditors, employees, and 
taxing authorities may have similar infor- 
mation needs, and to the extent they do 
the analysis is appropriate for their use 
as well.’ No judgment is made as to 
whether replacement-cost accounting is 
preferable to historical cost or to any 
other system of accounting. The holding 
gains issue is merely analyzed within the 
framework of a replacement-cost system. 
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_ The major advantages of a replacement- 


cost system are usually associated with 
the alleged usefulness of the current 
operating profit component, but it is not 
the intent here to evaluate those argu- 
ments. The analysis is, therefore, aimed 
at the limited question of how replace- 
ment-cost adjustments should be handled 
if a replacement-cost system were to be 
required for external financial reporting. 

Before investigating the validity of the 
arguments supporting the holding gains 
treatment, the concepts of benefit value, 
sacrifice value, and value differentials will 
be examined, since these concepts are 
useful in gaining a better understanding 
of the issues at hand. 


VALUE DIFFERENTIALS 


Ijiri [1967, p. 34] has classified ac- 
counting values into two basic types: 
sacrifice values and benefit values. Sacri- 
fice values, such as historical cost or 
replacement cost, represent the amount 
of disutility or sacrifice necessary to 
obtain economic goods and services. 
Benefit values, such as selling price, net 
realizable value, or discounted present 
value, represent the utility or benefits 
obtainable from consuming goods and 
services. This classification closely re- 
sembles the dichotomy between the labor 
theory of value and the utility theory of 
value in economic theory. It is also essen- 
tially the same as the Edwards and Bell 
[1961, p. 75] dichotomy between entry 
prices and exit prices. Ijiri’s terminology 
is used here because it is more descriptive 
of the underlying nature of the values and 
because Ijiri uses these terms in conjunc- 


1 Taxing authorities, creditors, and other users may 
have information needs which vary considerably from ` 
those of present stockholders and potential investors. 
These information needs can be satisfied by reporting 
data directly to the users rather than through the general 
financial reports made available to stockholders and 
investors. : 
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tion with the term. “value differential. a? 


Income measures. are based on the 


. difference bétween.two accounting val- 
„ues. They can be referred to, then, as 
value differentials. Historical cost income 
is based on a benefit-sacrifice differential, 
since it is measured by the difference 
between realized selling prices, which are 
benefit values, and historical costs, which 
are sacrifice values. “Continuously Con- 
temporary. Accounting? [Chambers, 
1966] income is based on benefit differ- 
entials since, under this system of ac- 
counting, income is the difference . be- 
tween the net realizable value of net 
assets at the end and the beginning of the 
accounting period. Replacement-cost in- 
come is composed of two types of differ- 
entials where holding gains are included 


in income. Operating profit, the differ- . 


ence between realized selling prices and 
replacement. costs, is a benefit-sacrifice 
differential; whereas the holding gain on 
assets held during the period is a sacrifice 
differential, since it is the difference 
between two replacement-costs. 

The basic objective of economic ac- 
tivity is to maximize the difference be- 
tween benefits and sacrifices. A benefit- 
sacrifice differential is regarded as income 
because.it indicates that the basic objec- 
tive has been accomplished. Benefit dif- 
ferentials also can be regarded as income, 
because they indicate improvement or 
progress toward the basic economic 
objective. A positive benefit. differential 
means that the expected benefits obtain- 


able from the resources of the enterprise 


have increased. 


Sacrifice differentials, Rowever present | 


a problem for interpretation. They ‘are 
not based on a concept of benefits and 
_ hence do not necessarily imply any ac- 


complishment of, or progress toward, an _ 
` economic objective. They only imply 


. that the sacrifice necessary to obtain the 


resources of the enterprise has changed. | 
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Since income involves the realization or 
the expectation of benefits, it is necessary 
to assume, if we are to interpret sacrifice 
differentials as income, that a change in 
sacrifice values is somehow a “benefit” 
to the firm. Otherwisé, sacrifice differen-” 
tials cannot be considered income. 

The interpretation of a replacement- 
cost change as a benefit in the cost savings 
sense is referred to here as the “‘cost 
savings hypothesis.” The interpretation 
that replacement-cost changes represent 
benefits since they are surrogate measures 


. for changes in benefit values is referred 


to as the “‘surrogation hypothesis.” These 
two hypotheses are now examined. 


Tue Cost SAviNGs HYPOTHESIS ._ 


The cost savings point of. view.can be 
illustrated by a simple example. Assume 
that a particular item is purchased on 
January 1 for $100 and sold on February 
15 for $175. At January 31, the replace- 
ment: cost of the item was $120, and at 
February 15, $130. If replacement-cost 
changes are considered to be holding 
gains, then the firm would report a $20 
($120—$100) holding gain for January 
and a $10 ($130— $120) holding gain for 
February. 

The replacement-cost change of $20 
represents-income for January according 


- to this view, because the firm “saved”. 


$20. by purchasing the item on January 1 
instead of January 31. By the same 
reasoning, the firm “saved” an additional 
$10 by February 15, since the replace- 
ment cost was then $10 higher than at 
January 31. In total, the cost saving was — 
$30 from buying this item on January 1 
rather. than the latest possible date, . 
February 15. l 

' Edwards and- Bell attribute this cost 
savings to management’ s holding activi- 
ties. They view management as engaging 


„in two basic types of activities—holding 


activities, which are decisions relating to- 


P 4.002, 
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the quantity of assets to -hold over time, 


and operating activities, which are deci- - 


sions relating to the use of assets in the 


production and sale of goods and ser- 


vices. The change in the replacement cost 
of an ‘asset held over time is a measure of 
how well management has performed its 
holding activities. 

There is some question, however, 
whether holding gains interpreted in this 
way are useful as an indicator of man- 
agement’s performance of its holding 
activities. Drake and Dopuch [1965] 


point. out that operating activities and . 


holding activities are often inter-related 


and it is not feasible to evaluate them - 
independently. If an asset is. acquired to- 


reduce future operating costs, then the 
benefits attributable to the asset are re- 


flected in future operating profits, notin | 


the changing replacement prices of the 
asset while holding it. It would not make 
sense. to judge management’s holding 
activities as unsuccessful if the replace- 
ment price were to fall but the operating 


profits were to increase sufficiently to. 


justify the cost of the asset. 


A limitation on the usefulness of the 


cost savings concept is that itis concerned 
with only one aspect of the decision to 


hold assets: the timing of resource acqui- - 


sitions. Holding gains are based on a 
comparison of a cost actually incurred by 
the firm in acquiring an asset when it did, 
with the cost that would have- been in- 
curred if the asset had been purchased at 
some other time. While this comparison 
may be of some interest, it may not be the 
most important aspect of the decision to 
hold a particular quantity of assets. More 
often than not, management’s holding 


activities can be judged more meaning- ` 


fully from the level of operating profits 


than from the existence of holding gains i 


or losses. 
. But let us assume for the moment that 
the timing of resource acquisitions is an 


\ 
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‘important factor in judging manage- 
-ment’s performance and that a perfor- 


mance measure would be useful. Does the 
replacement-cost holding gain fairly mea- 
sure management’s success in timing its 
resource acquisitions? Probably not. The 
alternative decision (buying at the bal- 


- ance-sheet date or at the time the asset 


was used, whichever is later) would only 
by coincidence have been an optimal 
decision: In the numerical example dis- 
cussed before, the $30 cost. saving is 
based on the alternative of buying at 
February 15 instead of at January 1. A- 
better alternative might have been to 
purchase on January 5 when the replace-. 
ment cost of the item was, say, only $95. 
Compared to the alternative of buying at 
January 5, the decision to buy on January 
1 was sub-optimal. Why not,. then, 
attribute a $5 holding loss to manage- 
ment’s holding activities. instead. of a 
$30 gain? 

Given a set of alternative jason, the 
relevant one for comparison with the 
decision actually made would be the one 
which, after the fact, would have been 
optimal. This would give some meaning- 
ful information on. how. management 
performed.. As we have ‘seen, however, _ 
the holding gain measure chooses an 
alternative which would only coinci-. 
dentally be optimal. Not only is the com- 
parative decision sub-optimal, but it is 


_ probably infeasible as well. By choosing _ 
` the latest date at which the asset could be 


purchased, the cost savings’ measure 
implies that as an alternative to holding 
any assets at all, the firm could acquire 
all resources immediately before they are 


` needed. This obviates the need to carry 
stocks of merchandise, or raw materials, 


or plant and equipment. Obviously; this 
assumption defies reality, and it results 
in a ‘performance. measure predicated 
upon an infeasible course of action. 
If the cost savings concept is to be 
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judged on its usefulness in evaluating 
management’s holding activities, then it 
fails to be a very useful concept. 

There is another, more fundamental 
weakness with the cost savings concept, 
however. Under the cost savings con- 
cept, income is viewed as an “oppor- 
tunity gain” from taking one course of 
action versus another. The alternative 
course of action has been foregone, how- 
ever, by the original course of action. 
Once the firm has acquired the asset, it 
has a “sunk cost” which cannot be 
avoided by any future course of action. 
The only alternatives remaining are to 
sell the asset or to continue using the 
asset in operations. These are the relevant 
opportunities on which to base a defini- 
tion of income. Only these alternatives 
can result in cash inflows to the firm. Why 
base an income definition on an alterna- 
tive course of action that no longer exists? 

The basic problem here is that to view 
a cost savings as an economic benefit 
(and therefore income) the concept of 
“benefit” must be viewed differently than 
it normally is in defining income. All 
income definitions, of course, have some 
underlying concept of “economic bene- 
fits.” The Hicksian definition [Hicks, 
1939, p. 172], that a man’s income is 
the “the maximum value which he can 
consume during a week, and still expect 
to be as well-off at the end of the week as 
he was at the beginning,” implies that eco- 
nomic benefits are cash inflows. The 
“‘well-offness” which serves as the basis 
for Hicks’ concept of income is the dis- 
counted present value of expected cash 
inflows. Cash inflows, either realized or 
expected, seem to be the usual interpre- 
tation of an economic benefit in defining 
the income of a firm. 

In the cost savings concept of income, 
however, the benefits are neither realized 
cash flows nor expected cash flows, but 
foregone cash flows. The income at- 
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tributable to the holding of an asset 
during a period of rising prices is the 
cash outflow foregone by purchasing the 
asset when the price was low instead of 
when the price was high. The amount of 
the gain is completely independent of any 
assumption that future cash inflows will 
be greater. In the previous example, the 
$30 holding gain exists whether or not the 
selling price of the item has changed. The 
firm may have continued to offer the item 
for sale at $175 from January 1 to Febru- 
ary 15. A gain would still be reported 
merely on the basis of the change in 
replacement cost, even though no change 
in the expected cash inflows has occurred. 

If foregone cash flows are to be in- 
cluded in income, then any further impli- 
cations this might have for income 
measurement should be considered. The 
foregone cash flows due to the timing of 
resource acquisitions are only one of 
many foregone cash flows. What of the 
foregone cash flows from deciding to 
purchase asset X instead of asset Y, 
from borrowing money at time A instead 
of time B, from having a restrictive policy 
for extending credit instead of a lenient 
policy, and so forth? The fact is, the 
foregone cash flow from the timing of 
resource acquisition is only one of an ` 
infinite variety of opportunity gains and 
losses that might be included in income. 
There does not seem to be any apparent 
reason for selecting one type of oppor- 
tunity gain or loss over another for inclu- 
sion in income. Is the timing of resource 
acquisitions such a critical aspect of 
management performance? 

The following can, therefore, be con- 
cluded: (1) holding activities are often 
not independent from operating activities 
and should not be evaluated separately; 
(2) the holding gains measure is not a 
valid indicator of management’s effec- 
tiveness in making holding decisions 
because of this interdependence and also 
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because the holding measure is predi- 
cated upon an alternative course of action 
which may be either sub-optimal or 
infeasible; (3) cost savings are not bene- 
fits in the sense of cash inflows that have 
been either realized in the past or are 
expected to be realized in the future; and 
(4) cost savings represent foregone cash 
flows and there is no logical basis for 
selecting one type of foregone cash flow 
from an infinite number in the measure- 
ment of enterprise income. 


THE SURROGATION HYPOTHESIS 


An alternative explanation of holding 
gains is that the sacrifice differential 
represented by replacement-cost changes 
are surrogates for benefit differentials. 
This surrogation is viewed either as a 
correlation between changes in replace- 
ment cost and the discounted present 
value (or net realizable value) of an indi- 
vidual asset, or as a correlation between 
changes in replacement cost of an asset 
and the discounted present value of the 
entire entity. 

Most often where surrogation is im- 
plied, the argument has been advanced 
in support of replacement costs for 
balance-sheet valuations. It is argued, 
for example, that under pure competition 
the equilibrium price of an asset is equal 
to its present value in marginal employ- 
ment,? and that for a single resource 
firm the equilibrium market price is also 
equal to the per-unit or average present 
value of the capital assets employed by 
the firm.? While it is admitted that pure 
competition and long-run’ equilibrium 
rarely exist in the real world, it has been 
argued that there is a tendency toward 
them and that current replacement cost 
can be used as a reasonable approxima- 
tion of discounted present value.* 

The 1963 Committee on Concepts and 
Standards—Long Lived Assets also sup- 
ported replacement costs as surrogate 
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measures for discounted present value. 
The Committee [AAA, 1964, p. 694], for 
example, states that: 


... service potential is the essential element 
in asset valuation. Where measurements of 
current service potential in terms of dis- 
counted cash flows can be supported by 
sufficient objective evidence, as in the case of 
most long-term receivables and payables, they 
are generally used. Whenever sufficient ob- 
jective evidence is not available, or when cash 
flow estimates cannot be identified with 
specific assets, a practical approximate mea- 
surement of service potential may be attained 
by reference to the current cost of securing the 
- same or equivalent services. 


In the Committee’s opinion, replace- 
ment cost is a second choice to dis- 
counted present value, but is used as a 
surrogate because it approximates dis- 
counted present value. The Committee 
then recommended the inclusion of re- 
placement-cost changes in income since 
they represent changes in the service 
potential of the asset. That is, if replace- 
ment cost is greater than historical cost, 
the increase represents a holding gain, in 
the absence of price-level changes, since 
the current price of the asset reflects the 
currently expected cash flows from use of 
the asset, which are greater than the cash 
flows originally expected from the asset. 

Revsine [1970] formalized the correla- 
tion between replacement-cost income 
(including holding gains and losses) and 
economic income (which is the increment 
in present value) under conditions of 
perfect competition and perfect resource 


2 Sweeney [1933] is one of the earliest to make this 
point in support of replacement costs for balance-sheet 
valuations. 

3 Cook and Holzmann [1976]. 

*See Barton [1974] and Revsine [1976] for an ex- 
change of views on this point. Bromwich [1975] analyzes 
the relationship between replacement costs and present 
values under varying assumptions of imperfect markets 
and concludes that replacement costs are not reliable 
surrogates for present value in many cases. 
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mobility (i.e., variable resources only). 
‘Where these conditions exist, he argued 
that replacement-cost income equals (or 
approximates) economic income. For the 
more important case, however, where the 
firm employs fixed resources which are 
not perfectly mobile, Revsine argued 
that the surrogation hypothesis is suspect 
during periods of long-run disequilib- 
rium. 

If resources are perfectly mobile, any 
change in existing market conditions can 
be accommodated by immediate expan- 
sion or retraction of capital in the indus- 
try. There is no gradual adjustment from 
one equilibrium state to another. Any 
change in expected cash flows may be 
immediately impounded in the prices of 
the variable resources. In the case of fixed, 
immobile resources, however, a change in 
market conditions may involve lead- 
times to adjust capital levels to the long- 
run profit-maximizing positions, Under 
these circumstances, the changes in ex- 
pected cash flows to existing resources 
are not fully impounded in the replace- 
ment price of new resources; further- 
more, the replacement-cost changes may 
not even be positively correlated with 
changes in the discounted present value 
of the entity. 

Before illustrating these points as 
related to fixed resources, the validity of 
the surrogation hypothesis for individual 
assets held for sale in the normal course 
of business, such as marketable securi- 
ties, finished goods inventory of a manu- 
facturer, or merchandise inventory of a 
retailer, is considered. Marketable se- 
curities represent a special case in which 
replacement cost equals or approximates 
net realizable value. There is no argument 
here against including the holding gain 
in income, since the change in market 
price is equivalent to a change in the 
expected cash flows from disposing of the 
asset in the normal course of business. 


261 


(In effect, the market value change is a 
benefit differential.) 

For finished goods or merchandise 
inventory, however, there is a distinction 
between the replacement cost and the net 
realizable value of the asset, since the 
former will occur in entry markets and 
the latter will occur in exit markets. The 
surrogation hypothesis implies that 
changes in the replacement cost of the 
inventory are positively correlated with 
changes in net realizable value. While 
there is little reason to doubt that the 
firm will eventually increase its selling 
price if replacement costs have perma- 
nently increased, there is no assurance 
that the selling price of the individual 
asset being valued will increase. There 
may be a lag between cost and selling 
price changes which is longer than the 
expected holding period for the inven- 
tory. It would be premature to recognize 
a gain until it is known with greater 
certainty that the net realizable value of 
the individual asset being valued will also 
increase. 

The surrogation hypothesis for fixed 
productive assets—i.e., fixed assets which 
will be transformed in the production 
process into final products held for sale, 
such as intangibles, equipment, and plant 
will now be examined. Here the analysis 
is more complex since the cash flows will 


5 Most investigations of the surrogation hypothesis 
(e.g., Sweeney [1933], Barton [1974], Bromwich [1975], 
Cook and Holzmann [1976]) have analyzed.the relation- 
ship between replacement cost and present value at a 
point in time (a balance-sheet approach) rather than the 
correlation between changes in replacement-cost and 
changes in present value between two points in time (an 
income-statement approach). For a firm already holding 
capital assets, the argument that replacement cost and 
present value may be correlated as of a point in time is 
not a valid argument for holding gains, since changes in 
replacement cost may not be correlated with changes in 
present value of the firm. Revsine [1970] directly 
analyzed the correlation between replacement cost in- 
come and economic income and cites others who either 
explicitly or implicitly adopted the surrogation hypothe- 
sis for income. 


262 


not be.derived from direct sale of the 
assets in their present forms. Instead, the 
cash flows attributable to productive 
assets are represented by the cash flows 
realized from sale of products into which 
the productive assets will be transformed 
through the production process. These 
cash flows cannot be attributed to specific 
productive assets, since they are produced 
jointly by all of the productive assets, so 
it is necessary to view the surrogation 
hypothesis as a correlation between the 
replacement cost of an individual asset 
and the discounted present value of the 
entire entity. (In a simplified case where 
only one type of fixed resource is used, it 
is possible to speak of the average present 
value of individual assets if it is further 
assumed that individual assets contribute 
equally to the production of the firm’s 
output.) ; 

To examine the surrogatión hypothesis 
for fixed productive assets, assume that a 
firm is operating in a perfectly competi- 
tive industry—the alpha industry—and 
that both the firm and the industry are 
initially in long-run equilibrium. As- 
sume that the firm acquires alpha- 
producing equipment on December 31, 
X0 at $250 per unit, which is expected to 
yield annual cash flows of $91.80 per 
unit for three years, an internal rate of 
return of five percent per annum. 

On January 1, X1, the very next day, 
an unexpected increase in the demand for 
alphas increases the expected cash flows 
to $110 per unit per year. This change in 
market conditions brings about a short- 
run equilibrium in which superior profits 
are available in the alpha industry and 
causes new capital movement into the 
industry. Assume, however, a necessary 
lead-time of three years for capital to 
shift into the industry. After three years, 
as a result of the entry of new firms and 
the expansion of facilities by existing 
firms, a new long-run equilibrium level of 
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profits will be reached at an expected 
return of $95 per capital asset per year. 

As of January 1, X1, the average dis- 
counted present value of the existing 
firm’s assets is $299.55, the present value 
of an annuity of $110 for three years at 
five percent. The replacement cost of new 
alpha-producing assets would not rise to 
$299.55, however, since by the time new 
assets are employed in the industry the 
supply of alphas will increase and capital 
assets will yield only $95 per year. The 
price of new capital equipment will 
therefore be only $258.71, the present 
value of an annuity of $95 for three years 
at five percent. 

The point at which the replacement 
prices of equipment actually rise to 
$258.71 may vary, depending upon the 
quickness of the market in reacting to the 
changed market conditions in the alpha 
industry. There may be a lag of several 
periods in order to allow the new expec- 
tation of superior profits to be verified by 
higher net receipts for existing firms in 
the alpha industry. For simplicity, as- 
sume, however, that the increased de- 
mand for alphas is diagnosed immedi- 
ately on January 1, X1, new orders are 
placed for alpha-producing equipment, 
and the replacement price of alpha 
equipment becomes $258.71 as of Janu- 
ary 1, X1. Under these conditions, re- 
placement-cost income per unit of capital 
for the existing firm in the alpha industry 
would be as shown in Figure 1. (It is as- 
sumed that the firm uses “economic 
depreciation,” so that the net value of the 
equipment is the discounted present 
value of the remaining cash flows implicit 
in the price of a new asset.) 


6 The example which follows is similar to Revsine’s 
[1970, pp. 521-523] except that it is assumed here that the 
firm is initially in long-run equilibrium, whereas Revsine 
begins his analysis during a period of long-run dis- 
equilibrium. The analysis here is also extended to a 
second case not considered by Revsine 
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FIGURE 1 


REPLACEMENT-COST INCOME FOR A FIRM IN THE ALPHA INDUSTRY UNDER THE ASSUMPTION THAT THE 
DEMAND FOR ALPHAS INCREASES UNEXPECTEDLY ON JANUARY 1, X1. 




















Net Current Total 
Cash Replacement Replacement Operating Holding Replacement- 
Year Receipts ' Cost, Jan.1 Cost. Dec. 31 Depreciation Profit Gain Cost Income 
x0 — == $250.00 = = = Ca 
x1 $100.00 $258.71(1) 176.64 $ 82.07 $27.93 $8.71 $36.64 
X2 110.00 176.64(2) 90.48 86.16 23.84 — 23.84 
X3 110.00 90.48(3) 0.00 90.48 19.52 — 19.52 
$330.00 $258.71 $71.29 $8.71 $80.00 








qd) P3 os $95. 
(2) Pz os $95. 
(3) Pi .os $95. 


In year X1, a replacement-cost holding 
gain of $8.71 would occur. Does this 
positive sacrifice differential imply a 
corresponding increase in benefit values? 
The position of the Committee on Con- 
cepts and Standards implies that the 
replacement-cost change represents the 
increase in the discounted present value 
of expected net receipts to the firm (which 
are attributable to the capital assets). It 
does not, however. The present value of 
the incremental cash flows is $49.55 
($299.55 minus $250.00), which may be 
referred to as the goodwill of the firm. 
The Committee on Concepts and Stan- 
dards’ argument implies that the good- 
will would be impounded in the replace- 
ment cost of new assets. But this confuses 
the market value of net assets held by 
existing firms (which command a 
premium because they can earn superior 
profits for a limited period of time) with 
the replacement cost of new assets. 
Competitive forces will eventually elimi- 
nate superior profits but not until capital 
levels can be adjusted and a new long-run 
equilibrium is reached. At that point, 
goodwill will be zero and the market 
value of existing capital assets will be 
equal to the replacement cost of new 
capital assets.” 





| 





Revsine recognized that replacement- 
cost holding gains would not equal 
changes in discounted present value, but 
he argued that they could be regarded as 
income if they signaled future changes in 
cash flows. He implied by this argument 
that replacement-cost changes could be 
viewed as income if they were positively 
correlated with changes in discounted 


7 Edwards and Bell [1961, pp. 276-277] imply that 
management would foresee the impact of changing 
market conditions before the market would, and that 
subjective goodwill would eventually be validated by 
changes in market values. At one point [pp. 276-277] 
they seem to imply that the market validation would be 
in the form of replacement costs, but at another point 
they state [p. 71] that the market price they had in mind 
was net realizable value. In the analysis here, and also 
in Revsine’s [1970], no distinction is made between 
management’s evaluation of goodwill (subjective good- 
will) and the market’s evaluation of goodwill (market 
goodwill). The difference in perspective arises from 
Edwards and Bell’s opinion that the primary objective of 
income measurement is the evaluation of management, 
rather than the more conventional view that the primary 
objective is to measure wealth or to provide an income 
measure which is useful in making projections about the 
future so that subjective estimates of wealth can be made. 
Under the more conventional approach, replacement- 
cost changes would represent income if they were vali- 
dated by changes in cash flows. Under the Edwards and 
Bell approach, replacement-cost changes would be useful 
as validations of management’s expectations, but Ed- 
ward and Bell did not justify their inclusion in income on 
these grounds. They are quite clear [p. 93] that holding 
gains represent income because they are cost savings, a 
concept already examined here. 
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present value, since a change in future 
cash flows meant that discounted present 
value would also change. In a case similar 
to the one just described, he argued that 
replacement-cost changes are negatively 
correlated with future cash flows since 
the $110 cash flow in period X1, the year 
of the holding gain, is to be followed by a 
decline in cash flows to $95 in period X4. 

Revsine’s criterion for the inclusion of 
holding gains in income is too stringent, 
however, to be acceptable. It implies that 
all reported gains should be lead-indi- 
cators of cash flows. The timing of cash 
collection is not a criterion for revenue 
recognition, however. Revenues collected 
in advance of service performance are 
deferred to later periods under accepted 
accounting practice, and their eventual 
recognition lags the inflow of cash. It 
might be argued that the $8.71 holding 
gain in the previous example is a lagged- 
indicator of cash flows from $91.80 in 
period X0 to $110.00 in period X1. It is 
also positively correlated with the market 
market value of the firm’s net assets which 
increased from $250.00 to $299.55. 

Upon closer examination, however, it 
can be argued that this positive correla- 
tion between the replacement-cost change 
and cash flows (or market value of the 
firm) is merely incidental. The holding 
gain of $8.71 can be calculated as the 
present value of an annuity of $3.20 
($95.00 minus $91.80) for three periods 
at five percent. In other words, the hold- 
ing gain represents the present value of 
the excess cash flows obtainable from an 
asset employed in the new long-run 
-equilibrium compared to an asset em- 
ployed under the old long-run equilib- 
rium. Itis not a measure of the increase in 
the discounted present value of the assets 
presently held by the firm, and it is diffi- 
cult to attach any significance to the 
measure as a “gain.” 

If the example is changed slightly, the 
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fallacy of interpreting the replacement- 
cost change as a surrogate for a benefit 
differential can be seen more clearly. 
Assume as before that the firm in the 
alpha industry acquires capital assets for 
$250.00 on December 31, X0, but that on 
January 1, X1 the demand for these 
capital assets increases because of an 
increased demand for their employment 
in another industry—the beta industry. 
Whereas previously the same capital 
assets were expected to earn annual 
cash flows of $91.80 in both the alpha and 
beta industries, an increase in demand 
for betas creates the opportunity to earn 
superior profits in that industry for three 
years, After three years, the supply of 
betas will be increased because of new 
entrants into the beta industry, and capi- 
tal assets will earn a long-run equilibrium 
level of profits of $95 per year. In the 
meantime, capital will be shifted from 
the alpha industry, reducing the supply of 
alphas and increasing the price of alphas 
until the same return of $95 per capital 
asset is reached in a new long-run equi- 
librium for the alpha industry. If the 
same lead-time is assumed for exit from 
the industry as for entry to the industry, 
then the adjustment to a new long-run 
equilibrium in the alpha industry will not 
occur until ¥4. During years X1, X2, and 
X3 cash flows will remain at $91.80, 
since the demand for alphas has not 
changed and production levels remain 
the same until an exit of firms from the 
industry occurs in X4. 

Replacement-cost income for years X1, 
X2, and X3 is reported in Figure 2 for 
this case. The holding gain of $8.71 for 
year X1 is unrelated to any changes in 
the expected cash flows for the alpha 
industry firm. Cash flows for the next 
three years are expected to remain the 
same, goodwill of the firm will be zero, 
and there will be zero correlation between 
the holding gain and the discounted 
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FIGURE 2 


REPLACEMENT-Cost INCOME FOR A FIRM IN THE ALPHA INDUSTRY UNDER THE ASSUMPTION THAT THE 
DEMAND FOR BETAS INCREASES UNEXPECTEDLY ON JANUARY 1, X1. 
ee 


























Net Current Total 
Cash Replacement Replacement Operating Holding Replacement- 
Year Receipts Cost, Jan.]1 Cost, Dec. 31 Depreciation Profit Gain Cost Income 
x0 — — $250.00 — — _ — 
Xi ` $ 91.80 $258.71(1) 176.64 $ 82.07 $ 9.73 $8.71 $18.44 
X2 < 91.80 176.64(2) 90.48 86.16 5.64 — 5.64 
X3 91.80 90.48(3) 0.00 90.48 1.32 — 1.32 
$275.40 $258.71 $16.69 $8.71 $25.40 
(1) Pa .os $95. 


(2) Pazos $95. 
G3) Pilos $95. 


present value of expected cash flows. 
Although cash flows are expected to 
increase in year X4 to $95, these are 
attainable only if the firm elects to acquire 
new capital assets at the end of year ¥3 
for $258.71. At this price, the cash flows 
of $95 per year will yield the normal five 
percent return and the present value of 
that opportunity at year X1 is zero. 
These examples illustrate several points 
about replacement-cost changes. First, 
if they relate to capital assets employable 
in other industries, they do not necessarily 
imply any corresponding change in the 
present value of cash flow expectations 
for a particular firm. There are many 
capital assets which fall into this cate- 
gory: general machinery, buildings, office 
equipment, etc. It would be misleading 
to interpret any increase in the replace- 
ment-cost of such.assets as an improve- 
ment in the firm’s position, since the 
factors affecting their prices are probably 
only marginally affected by market con- 
ditions in a given product industry. 
© Second, the immobility of fixed re- 
sources means that even for capital 
assets employable in a single industry 
(e.g., specialized machinery) the replace- 
ment price of new assets will probably 
not impound the entire, nor perhaps 


even the majority, of the expected cash 
flows induced from changes in market 
conditions within the industry. Evidence 
that replacement prices do not impound 
all expected cash flows may be indicated 
by the fact that under current generally 
accepted accounting principles, the pur- 
chase price of a going concern is allocated 
to individual assets on the basis of “fair 
value” (usually replacement cost for non- 
monetary assets), yet there is often good- 
will, either positive or negative, after 
valuing all individual assets at fair values. 
While the existence of goodwill might 
indicate either measurement error or lack 
of competition in certain industries, it is 
probable that even in competitive indus- 
tries goodwill exists because of continual 
changes in market conditions. 

The argument that replacement costs 
approximate the average present values 
of assets in long-run equilibrium is there- 
fore a very weak argument for accepting 
the .surrogation hypothesis. Long-run 
equilibrium represents a direction toward 
which market conditions tend; it is not 
intended to be a description of the 
normal state of things. Without long-run 
equilibrium, changes in replacement cost 
are not reliable surrogates for changes in 
discounted present value. 
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Tue CAPITAL ADJUSTMENT HYPOTHESIS 


The analysis up to this point has 
rejected the interpretation of replace- 


ment-cost changes as “gains” includible © 


in income. If they do not represent gains, 
then they must be interpreted as capital 
adjustments. Why? 

The underlying support for the capital 
adjustment tredtment comes from defin- 
ing income as/an amount that could be 
distributed while keeping intact the physi- 
cal capital of the enterprise. This defini- 
tion assumes that management intends 
to replace physical capital and that the 
owners view the firm as a going concern. 
Assuming replacement of assets and 
continuity of the firm is consistent with 
the choice of replacement costs for valu- 
ing the firm’s assets. Replacement cost is 
relevant only where the firm intends to 
replace its assets. (If replacement is not 


intended, then some other basis of valu- - 


ation would appear to be more relevant.) 
Given the intent to replace, income is 
consistently defined in terms of the 
maintenance of physical capital. 

The capital adjustment treatment also 
has some appeal where accounting profit 
is viewed as a surrogate for “economic 
income.” “Economic income” is based 
on the maintenance of capital in the sense 
of its cash-generating potential. Since 
direct measurement of cash generating 
potential is impractical, alternative ac- 
counting concepts of capital may be 
substituted if they correlate well with 
“cash-generating potential.” 

Physical capital or “operating capa- 
bility” may be viewed as reasonable 
surrogates for cash-generating potential. 
The level of future cash flows is related to 
the physical capacity of the firm’s assets, 


or the quantity of output which the firm | 


is capable of producing. Physical capital 
is not a perfect surrogate for cash- 
generating potential, obviously. Future 
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cash flows also depend upon the value of 
future output. It is quite possible that a 
lower level. of physical capital could 
sustain the same level of cash flows if the 
value of the output were to rise suffi- 
ciently in future periods. Nevertheless, 
there is probably a fairly high correlation 
between the expected cash flows of future 
periods and the firm’s operating capa- 
bility at the present time.® 

The capital adjustment treatment has ` 
recently been criticized for failing to 
account for certain economic impacts 
which changing replacement prices are 
alleged to have on the firm. 

Prakash and Sunder [1979, p. 13] 
point out that where relative prices have 
changed in the economy there are 
“redistributive effects” upon economic 
agents, including business firms. The 
capital adjustment treatment, according 
to Prakash and Sunder, ignores these 
effects by eliminating replacement price 
changes from income. Using a benefit- 
sacrifice value analysis, it would be 
argued that “redistributive effects” can 
only be measured by changes in benefit 
values. The previous analysis of the 
surrogation hypothesis has shown that a 
change in the replacement cost of an 
asset does not necessarily benefit the 
owner of that asset. To the extent that 
redistributive effects do produce an im- 
pact upon particular firms, their benefits 
would be recognized by higher revenues, 
either through sale of the asset whose 
replacement cost has increased or 
through use of the asset in producing 


_ 8 Even if it could be proven that financial capital is 
more highly correlated with future cash flows than physi- 
cal capital, this would not imply that replacement-cost 
adjustments represent income. Since replacement-cost 
changes can occur independently of operating profits, 
they must be justified as income independently. The dis- 
covery that financial capital is highly correlated with 
cash-generating potential may imply, however, that 
historical-cost income is preferable to replacement-cost 
income. 
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output whose exchange value has in- 
creased. . 

In its exposure draft on “Financial 
Reporting and Changing Prices,” the 
FASB [1978, p. 35] makes a similar 
charge that the maintenance of physical 
capital definition of income fails to indi- 


-cate the change in “purchasing power”. ~ 


which has accrued to the owners of the 
firm when replacement prices change. 
Again, their analysis is not made within a 
benefit-sacrifice value framework, and 
they therefore imply that all price changes 
reflect changes in purchasing power. It is 
argued here that the owners’ purchasing 
power increases only when benefit values 
change. Furthermore, even realized 
“holding gains” do not represent in- 
creased purchasing power if the pur- 
chasing power is viewed in terms of the 
same assets presently held by the firm. 
By defining income in terms of incre- 
ments to “general purchasing power,” 
the FASB has adopted an income defini- 
tion consistent’ with one accounting 


model (constant-dollar historical-cost) . 


_and applied it to another accounting 
model (replacement-cost) which it does 
‘not fit. 

The FASB is also critical of the capital 
adjustment treatment for denying “the 
possibility that earnings can be increased 
by the wise timing of purchases of assets 
for use by the enterprise” [FASB, 1978, 
p. 35]. This criticism appears to adopt a 
cost savings notion of holding gains 
which has been previously analyzed and 
rejected here. The FASB criticism-is also 
misleading if it implies that firms which 
consistently are able to purchase re- 
‘sources at a lower prices compared to 
some other firm would not have this 
reflected in income. Replacement costs 
should be measured in terms of the condi- 
tions normally prevailing when pur- 
chases are made. The more efficient firm 
would therefore show lower replacement 
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- costs (compared to the, less efficient firm) 
for the same resources.’ 
CONCLUSION | 


Some proponents of the holding gains 
treatment for replacement-cost changes 


‘do not distinguish between benefit values 


and sacrifice values and therefore find no 
problem in viewing replacement-cost 
changes as ‘“‘gains.” Sacrifice values 
(including replacement costs) are funda- 
mentally: different than benefit: values, 
however, and income can emerge only 
where benefits exceed sacrifices. If sacri- 
fice differentials (such as replacement- 
cost changes) are viewed as income, then 
they must. be interpreted as changes in 
“benefits.” Two explanations—the “cost 
savings hypothesis” and the “surrogation 
hypothesis”—have been advanced to 
support the treatment | of replacement- 

cost changes as.“‘gains.”.The conclusion 
here, however, is that neither explanation 
is satisfactory. ; 

Alternatively, reptacement- -cost 
changes can be interpreted as adjust- 
ments to the permanent capital of the 
firm. This interpretation: is consistent 
with a definition of income based on the 
preservation of physical capital. Preser- 
vation of physical capital is, furthermore, 
consistent with the choice of replacement 
cost to value the firm’s assets in the first 
place. Since. replacement-cost changes 


° The FASB may have recognized that careful mea- 
surement of replacement costs would reflect the benefits 
of the wise timing of asset purchases when it states 
that “the concept fof physical productive capacity of 
capital] can be adapted to avoid-that anomaly [i.e., no 
impact on earnings of the timing of purchases] but only 
at the cost of an increase in complexity” [FASB, 1978, p. 
35}. If “complexity” refers to the difficulty in measuring 
replacement costs accurately, then the Board appears to 
be attacking the logic of the concept on the grounds that 
measurement techniques would be too’ complex. This 
criticism is hardly fair to the concept. The cost of in- 
creased complexities in measurement should be weighed 
against the potential benefits from more accurate mea- 
surements (such as reflecting efficient buying practices in 
income). 
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can be meaningfully interpreted as capital should be treated as capital adjustments 
adjustments whereas they cannot be within the context of a replacement-cost 
meaningfully interpreted as “gains,” they accounting model. 
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The Use of the Generalized Shapley 
Allocation in Joint Cost Allocation 
Susan S. Hamlen, William A. Hamlen, Jr., and John Tschirhart 


ABSTRACT: The simple Shapley allocation has been recently proposed by several 
authors as a useful allocation scheme in the joint cost allocation problem. However, 
while satisfying several useful allocation axioms, it does have a least two debilities. 
First, it is a unique solution and does not permit any flexibility by management. Second, 
it may fail to satisfy the core conditions in many relevant situations, causing independent 
action by subcoalitions of divisions which is to the detriment of the corporation. A 
generalization of the simple Shapley allocation is proposed which maintains most of the 
favorable properties of the simple Shapley allocation while removing these two weak- 


nesses. 


N several recent articles, the joint 
Í cost allocation problem has been 

approached through axiomatic effi- 
ciency and fairness criteria. One alloca- 
tion formula which has been given partic- 
ularly favorable attention is the Shapley 
allocation. Hamlen et al. [1977] have 
shown that the Shapley allocation satis- 
fies the conditions of the core for a large 
class of common joint cost problems. 
The core conditions are an important 
efficiency criterion, because allocations 
which fail to satisfy them can make it 
profitable for subcoalitions of divisions 
to contract for services independently, 
but at a total increased cost to the cor- 
poration. Jensen [1977] and Callen 
[1978] describe additional positive attri- 
butes of the Shapley allocation. Jensen 
shows that the Shapley allocation meets 
five efficiency and fairness axioms in- 
troduced by Loehman and Whinston 
[1974], and that these axioms are suffi- 
cient to satisfy five criteria recommended 
by. Moriarity [1975]. Jensen also states 
{1977, p. 849] that in the case of econo- 
mies of scale the Shapley allocation will 
discourage single divisions from con- 


o` 


tracting for services independently, while 
in the case of diseconomies of scale, 
divisions will appropriately be encour- 


aged to do so. 
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Finally, Callen [1978], using three 
optimality axioms adopted from Mossin 
[1968], shows that the Shapley allocation 
is defensible if the axioms “comprise an 
acceptable cost allocation constitution” 
(p. 307). Callen also suggests that the 


The authors were supported by fellowships from the 
Baldy Endowment for Law and Social Policy, State 
University of New York at Buffalo, for a portion of this 
research, and by fellowships from the Research Founda- 
tion of the State University of New York, Gratitude is 
expressed for the assistance of anonymous reviewers in 
revisions of this paper. 


Susan S. Hamlen is Assistant Professor 
of Accounting and Operations Analysis, 
and William A. Hamlen, Jr., is Associate 
Professor of Environmental Analysis, both 
at the State University of New York at 
Buffalo; and John Tschirhart is Assistant 
Professor of Economics, University of 
Wyoming. 

Manuscript received August, 1978. 


Revisions received February and June, 1979. 
Accepted August, 1979. 


270 


core condition is “far less operational 
than it appears [since a] number of joint 
cost allocation procedures...may be 
neutral with respect to one decision but 
not another” (p. 307). The implication of 
Callen’s observations is that the core 
conditions, while being important, are 
not conclusive enough. Therefore, addi- 
tional conditions or axioms, such as 
those proposed by Jensen via Loehman 
and Whinston (to be denoted as LW-J 
axioms), or such as those used in Callen’s 
own paper via Mossin, are necessary to 
reduce further the set of neutral alloca- 
tions. 

The purpose of this paper is twofold. 
First, it is shown that the Shapley alloca- 
tion fails to satisfy the core conditions 
for a large number of common joint cost 
problems not considered by the previous 
studies. The Shapley allocation may 
encourage independent contracting of 
services by single divisions or subcoali- 
tions of divisions when such action would 
be suboptimal from the corporate per- 
spective. The weakness of the Shapley 
allocation is that it is a unique allocation, 
preventing any alterations which might 


recover the core conditions or achieve 


other goals set by management. Second, 
the class of generalized Shapley alloca- 

tions, via Loehman and Whinston [1976], 
` is recommended as an alternative to the 
simple Shapley allocation which meets 
the core conditions while sacrificing only 
the lesser attributes of the Shapley allo- 
cation. 

In the second section, two situations 
are described in which the simple Shapley 
allocation does not satisfy the core condi- 
tions when the formation of subcoalitions 
is suboptimal. In the third section, the 
generalized Shapley allocations can be 
found which satisfy the core conditions 


as well as two of the three axioms de- 


fining the simple Shapley allocation. The 


last section compares the axiom systems 
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described by Loehman-Whinston and 
Jensen, Callen, and Moriarity in the con- 
text of the qualification described in the 
second section. 


THE SHAPLEY ALLOCATION AND 
THE CORE 


In Hamlen et al. [1977], and more 
recently in Sorenson et al. [1978], the 
Shapley value always lies in the core, but 
this is because both examine the familiar 
cost situation where marginal cost is 
decreasing throughout the relevant do- 
main of demand.’ There are two situa- 
tions in which the Shapley allocation does 
not meet the core conditions even when 
it is economical for all divisions to 
cooperate. The first is an obvious one in 
which the core does not exist, and, 
therefore, the Shapley allocation, which 
can always be computed, cannot satisfy 
the core conditions. Specifically, it can 
occur when the average and marginal 
costs are decreasing throughout some 
but not all of the relevant range of total 
demand. For example, the cost function 
C(q)=q° —2q? +4q, where C is the total 
cost and q is the quantity of input 
demanded, has a decreasing marginal 
and average cost over the domain 
0<q<2/3 and 0<qg<\l, respectively. 
Assume that the total demand by a three 
division firm is g=1.33, with q,=.5, 
q2=.5 and q,=.33. The joint costs can 
be determined using the above function 
and substituting all individual and joint 
aggregate demands for input q in C(q). 
This yields: 


Clq) = 1.625, i = 1, 2, Clg) 
= 1,138 
C(q, + 42) = 3.00, C(q, + 43) 


1 In Sorenson et al. [1978] demands are not perfectly 
inelastic with respect to price. The other papers discussed 
in the text could be formulated in this context with ap- 
propriate modifications. 
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= C(q2 + 43) = 2.514 
C(q) = 4.135, q = q1 + G2 + 43 


The cost savings of joint cooperation by 
divisions in purchasing as a group rather 
than independently is equal to the differ- 
ence between the sum of the individual 
costs and the joint costs. For example, 
using the above cost function, if divisions 
1 and 3 purchase amounts q, and q; in- 
dependently, their total costs are 1.625 
+ 1.138 =2.763. On the other hand, if they 
purchase as a group their joint costs are 
2.514. The cost savings is then 2.763 
—2.514=.249. The cost savings can also 
be calculated for each of the other groups 
of divisions. The cost savings is basically 
a function of the coalition of divisions 
involved in the calculation. Therefore, 
the cost savings function can be defined 
by v(S) for a coalition of divisions S. For 
example, (13), or v(S), S= {1, 3}, was cal- 
culated above to be .249. Other calcula- 
tions are v(12)=.25, v(23)=.249 and 
v(123)=.253. The term v(S) is called the 
“characteristic function” in the general 
game theoretic literature. (See Hamlen 
et al. [1977, p. 620].) The general equa- 
tion for v(S) in the joint cost problem is: 


WS) = Z Cla) - (Za) S¢N(1) 


where N is the set of all possible coalitions 
including the grand coalition of all divi- 
sions. In the three division case this in- 
cludes S= {1}, {2}, {3}, {12}, {13}, {23}, 
{123}. There is no cost savings for inde- 
pendent action and v(i)=0 for i=1, 2, 3. 

The core conditions require that when 
the entire corporation purchases goods 
and services jointly, the shares of the 
joint costs to individual divisions must be 
such that no subcoalition of divisions 
will find it profitable to purchase the 
goods and services separately. The core 
exists if it is possible to find one or more 
joint cost allocations which prevent any 
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such profitable independent subcoalition 
formation. One can verify that no core 
exists for the three division problem if 
v(12) + (13) + (23) > 20(123).* This can 
be verified to be the case in the above 
problem. However, the least expensive 
method of producing g=1.33 is for all 
three divisions to cooperate. This is true 
since the cost savings for the grand coali- 
tion N, or S= {123}, is greater than the 
cost savings for any other combination of 
smaller subcoalitions. Thus, the corpora- 
tion benefits by. purchasing the inputs 
jointly, but since the core is empty, every 
allocation of this joint cost to the divi- 
sions inevitably will produce a situation 
where some subcoalition of divisions will 
find it profitable to act independently of 
the grand coalition, although at some 
expense to the corporation. 

Use of any particular allocation, in- 
cluding the Shapley allocation, cannot 
mitigate the potential problem. The 
Shapley allocation does not provide an 
automatic guarantee that the core condi- 
tions are satisfied in every situation where 
joint action by the grand coalition of 
divisions is profitable. 

A second and perhaps more common 
situation where the Shapley allocation 
fails to satisfy the core conditions is one in 
which the core exists, but the underlying 
cost function does not meet certain re- 
quired properties. For example, LW-J 
axiom 5 (p. 844) requires that the joint 
cost function have the mathematical 
smoothing property of “twice contin- 
uously differentiable.” This property en- 
sures that the Shapley allocation will 
satisfy the core conditions when the core 
exists, In practical problems, however, 
the cost conditions are often described by 
some unknown, complex, and discrete 


2 This condition is derived from the core conditions 
xı +x220(12), xı +X320(13) and x2.+x320(23) for 
v()=0, i=1, 2, 3, and x, +x2+x3=0(N). See Shapley 
[1965}. 
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function. Such non-continuous cost func- 
tions can result when several external 
suppliers using a variety of pricing 
strategies are used. Another example of 
such complex cost functions is one in 
which some of the corporation’s divisions 
are net suppliers of a good or service while 
others are net purchasers. For example, 
consider the following three-division case 
in which two divisions have a demand for 
storage space of which the third division 
has an excess supply. In particular, as- 
sume that divisions 1 and 3 have demands 
of q,=.012 and q3=.124, respectively. 
Division 1 has tentatively negotiated a 
contract with an external party for stor- 
age space at $2 for any demand less than 
:2, At the same time, division 3 could only 
negotiate a less favorable contract with 
an external party at $10 for demand un- 
der .5. Division 2 finds that it has an 
excess supply of storage which it cannot 
possibly rent to external firms. This can 
be represented by a negative demand of 
q2= —.37. The cost savings for any divi- 
sion going alone is v(i) =0, i=1, 2, 3. The 
independent costs to the divisions are: 
C(qi)=$2, C(q2)=$0, and C(q3)=$10. If 
divisions 1 and 2 cooperate, there will be 
no need for division 1 to seek external 
sources. Thus, there is a joint cost 
C(q,+92)=0, and a cost savings v(12) 
=$2+$0—$0=$2. Likewise, division 3 
can cooperate with division 2 for a joint 
cost C(q,+q3)=0 and cost savings (23) 
=$10. If divisions 1 and 3 cooperate, 
they will use the better contract available 
to division 1, yielding a joint cost of 
C(q,+q3)=$2 and a cost savings of 
v(13)=$10. The cooperation of both 
divisions 1 and 3 with division 2 will save 
all external fees and yield a total joint cost 
to the grand coalition of C(q;+q2.+4q;3) 
=Q and a cost savings of v(123)=$12. 
The core exists in the above stor- 
age problem since v(12)+v(13)+(23) 
<2v(N). This implies that it is possible 
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to allocate the joint cost of the grand 
coalition, C(q;+q2+4q3), such that the 
sum of the joint cost shares (or charges) to 
any subcoalition of divisions is not 
greater than the joint cost incurred by the 
respective subcoalition if it acts inde- 
pendently of the grand coalition. If the 
share of the total joint cost allocated to 
division i is denoted by e(i), then for any 
two divisions i, j an allocation which 
satisfies the core conditions would imply 
that e(i) + e(/) < C(q,+-q;), fori, j= 1, 2, 3. 
An alternative but conventional 
method of explaining the core condition 
is to use the concept of payoffs. (see 
Hamlen et al. [1977, p. 618]), which will 
be relevant for later analysis. A payoff to 
division i, denoted x,, is simply the differ- 
ence between division i’s independent 
cost and the share of the total joint cost 
allocated to division i, Therefore, 


x; = Cq) — ei), fori=1,...,n. 


For any joint cost allocation to satisfy 
the core conditions, the sum of the pay- 
offs to the divisions within any subcoali- 
tion must be equal to or greater than the 
cost savings of independent action by the 
subcoalition. In the two division case this 
requires that x;+x,;>v(i). In the above 
storage problem the Shapley payoffs can 
be calculated using the charge formula 
given by Hamlen et al. (p. 621), or an 
alternative formulation given in the next 
section of this paper. The Shapley charges 
and payoffs for the three divisions are: 


e(1) = —$.667, x, =2.667, e(2)= —$2.667, 
x2 =$2.667, e(3)= 93.334, 
' and x3=$6.666. 


It can be shown that the Shapley alloca- 
tion is not in the core since e(1)+ (3) 
>C(q,+q3) or alternatively x,+ x3 
<v(13). 

An allocation which satisfies the core 
conditions is one which removes the in- 
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centive for subcoalitions of divisions to 
act independently of the grand coalition. 
There are two situations when the simple 
Shapley allocation does not satisfy the 
core conditions even though it is still 
profitable from the corporation’s per- 
spective to prevent the independent ac- 
tion of subcoalitions. In the first case, the 
core does not exist and no alternative 
allocation can be sought. The class of 
generalized Shapley allocations, dis- 
cussed in the next section, can be of value 
in both situations. When the core does 
not exist, it is possible to modify the 
simple Shapley allocation to satisfy better 
the particular fairness concepts held by 
the corporation while maintaining most 
of the allocation’s remaining attributes. 
When the core does exist, it is possible to 
make such modifications while simul- 


taneously seeking an allocation which 


satisfies the core conditions. 


THE SIMPLE AND GENERALIZED 
SHAPLEY ALLOCATIONS 


In this section, the generalized Shapley 
allocation will be explained by first de- 
scribing the simple Shapley allocation 
and then showing the generalized Shap- 
ley allocation to be a modification 
thereof. 

Shapley [1953] derived his allocation 
by the use of three axioms and an iden- 
tity. Consider the cost savings function 
(characteristic function) v(S) as defined 
by Equation (1) in the previous section. 
Shapley showed that the general function 
v(S), SEN can always be decomposed 
into the sum of the residual contributions 
made by all coalitions within the coali- 
tion S, including S itself. For example, in 
the three-division joint cost problem the 
cost savings achieved by cooperation of 
divisions 1 and 2 is v(12). Shapley’s de- 
composition principle would require that 
v(12) exactly equal the contribution of 
division 1 alone plus the contribution of 
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division 2 alone plus the contribution of 
divisions 1 and 2 together. The latter 
joint contribution should not overlap 
with the individual contributions of 
divisions 1 and 2. A simple formula for 
obtaining a reasonable decomposition 
of this type was offered by Shapley. If cp 
is defined as the residual contribution 
of coalition RES to the cost savings of 
coalition S, then for the three-division 
case: 


c = v(i), i = 1, 2, 3 (2a) 
Cy = vij) — ci — cj (2b) 
Ci = v(ijk) — Cij — Cik — Cj 

— €; — Cj — Cy (2c) 


Note that the residual contribution of 
coalition R, RSS, is equal to the differ- 
ence between the cost savings of coalition 
R and the residual contributions of all 
subcoalitions within but not including R. 
Equations (2a), (2b) and (2c) can be re- 
stated as: 


c;= (i), i=1, 2,3 (3a) 
C= v(ij) — v(i) — v0), . 
i j=1, 2, 3, iAj (3b) 
Cip = (ijk) — vif) — v(ik) — vk) + of) 
+ v(j) + v(k), 
-i j, k=1,2,3, ijk (3c) 


The decomposition principle defined 
by Equations (2) or (3) is the foundation 
of the Shapley allocation method. The 
value v(S) of cooperation is equal to the 


3 The general form of (2a)-(2c) and (3a}H{3c) is 
o(S)= Vie,SENn 
RSS 


and 


cr= $, (~1 WT), 
TER 


where r and t are the number of divisions or members 
within R and T respectively. 
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sum of the residual contributions of all 
coalitions within S and therefore alloca- 
tion of v(S) among the respective divi- 
sions (members) can be based in some 
way on these residual contributions. For 
example, since v(123)=c,+¢,+c3+¢}> 
+€134+0C23+C 13, the total allocation of 
v(123), which as stated in the previous 
section is equivalent to the total alloca- 
tion of the joint costs, can be accom- 
plished by fully allocating each cp, 
R={1, 2, 3, 12, 13, 23, 123}. Shapley pro- 
posed a specific allocation method based 
on this decomposition. The method 
satisfies three axioms which are stated 
below within the context of a joint cost 
allocation problem.* 


SI A division’s allocation of cp is 
irrespective of its indexed position 
within coalition R, 

S2 The value of any residual cg will be 
completely allocated to the divi- 
sions within coalition R. 

S3 For any two residual values cg and 
Cr, and acceptable allocation 
scheme ý; must be additive, or 


Wiler tcr ]=Yiler]+ piler]. 


Each axiom has an intuitive justifica- 
tion. Axiom S3 is crucial to the decom- 
position approach. This approach de- 
composes the value of cooperation, v(S), 
into the contributions of the coalitions 
within S. Axiom S3 requires that any 
division’s total allocation of any v(S) be 
the sum of the allocations it receives 
from the various residuals into which 
v(S) has been decomposed. Thus S3 
allows each division’s allocation to be 
based on the residual contributions. A 
rigorous payoff formula satisfying S3 is: 

Xi = 5 w(R )cp (4) 
REN , 


where w{R)=the share of cg going to 
division i. This is called the Shapley 
weight of residual cg going to division i. 
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If a coalition R&S makes a contribu- 
tion cp to v(S), then it is reasonable to 
allocate all of cp to the divisions within 
R and none to the divisions in S but not in 
R. Axiom S2 requires this. If axiom $2 is 
satisfied for all RES, then o(S), SEN is 
also fully allocated on the basis of S2 and 
S3. If v(S) is fully allocated and cp is only 
allocated to divisions within R, then the 
sum of the weights for all divisions in R 
must equal unity, or: 


Yw(R)=1, REN 6 
iER 
with 
w(R) =0, iR (6) 


Axiom S1 implies that each cost sav- 
ings residual cg be equally divided among 
the divisions in coalition R. This is 
reasonable since the relative contribu- 
tions of the divisions to cp cannot be 
calculated. Thus an equal allocation is 
used, or in terms of the weights in Equa- 
tion (4), above: 


w{R) = wR), ijeR (7) 


Shapley proved that there is a unique 
set of weights which satisfies $1-S3 or 
equivalently Equations (4), (5), (6), and 
(7). These weights are: 


w(R) = l/r forieR 
=0 foriéR (8) 


where r=the number of divisions within 
coalition R. For example, the Shapley 
payoff to division i in the three-division 
problem is: 


X= lci+ 1/2c;;+ 1/2¢,,+ Oc + 1/3cijk 


Thus, the cost savings v(S) due to coop- 
erative action of a coalition S is equal to 


* The residuals cg and the characteristic functions 
v(S) are called “games” in presentations found elsewhere. 
The Shapley axioms are often described in terms of 
games, but it is only the cg terms, not the v($) terms, 
which satisfy all of the axioms. 
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the sum of the residual contributions of 
all coalitions contained in S. The alloca- 
tion of v(S) can be accomplished by fully 
allocating the residual contributions to 
v(S), or cg, RES. Shapley’s allocation 
divides every cp into equal shares for the 
divisions which belong to coalition R. 
For example, the residual contribution of 
the coalition consisting of divisions 1 and 
2 is C1. It is allocated by giving equal 
Shares to divisions 1 and 2. 

The Shapley allocation was recently 
presented in the accounting literature in 
its alternative formulation (see Hamlen 
et al. [1977] and Jensen [1977]). Instead 
of allocating the cost savings v(N), the 
problem is that of allocating the joint cost 


(34) 


The payoff to division i, defined in Equa- 
tion (4) as x; is replaced by a charge e(i) 
to division i, which is its allocation of the 
joint cost. The relationship between the 
charge and payoff is: 


eli) = C(qi) — xi (9) 
Substitution of Equation (4) for each x; 
in Equation (9) and the requirement that 
Equation (6) hold yields a unique equa- 
tion for the charge. In the three-division 
case, this is: 


e= Ca) + rADICGi+ 9) Cla] 
+ y(ik)[C(qit+ a.) - CQ] 
+y(üjk) [Clq + 45+ 4%) 
—C(qj+%)] (10) 


The ,(S ) coefficients in Equation (10) can 
be viewed as relative weights associated 
with the various marginal costs within the 
brackets. For example, division řs mar- 
ginal cost of joining with division j is 
[C(4:+4;)— C(q;)] and its relative weight 
used in calculating ¢(7) is y,(i/). The rela- 
tive marginal cost weights of (10) can be 


275 


related to the residual contribution 
weights w,(R) of (4) by the following for 
the three-division problem: 


vii) = 1 — wi) — widik) + wijk) 
yi) = wij) — w({ijk) 
y(ik) = w((ik) — w,(ijk) 
vk) = wi(iik) (11) 
It can be seen in Equation (11) that the 


sum of the incremental cost weights is 
unity or: 


ÈX (S)=1, i=1,...,0 (12) 

SCN 

ieS s 
If, in addition, each y,{S) is restricted to 
the interval zero to one, then Equation 
(10) has been frequently interpreted as the 
expected incremental cost to division i, 
where y(i) equals the “naive” probability 
of division i being the first in the coalition, 
y(i) equals the “naive” probability of 
division i joining the coalition after divi- 
sion j, etc. For the simple Shapley allo- 
cation which requires that Equation (5) 
also hold, y()=1/3, y(i)=yAik)=1/6 
and »,ijk)= 1/3. This is perhaps the most 
logical set of probabilities when addi- 
tional information is unavailable on the 
formation of coalitions. 

It is interesting to note that as long as 

Equation (6) holds, requiring that divi- 
sion i receive some nonzero share-of only 
the residual contribution belonging to 
the coalitions of which division i is a 
member, then the joint cost charge will 
contain only the weighted sum of the 
marginal cost terms as shown in Equa- 
tion (10). However, it can be shown that 
if Equation (6) does not hold and divi- 
sion i obtains a positive share of the 
residual contribution belonging to some 


5 The term “naive” probability refers to a situation 
where no information is available to justify an assump- 
tion other than that the arrival of the members is equally 
probable, i.e., there is a one-third chance of joining first, 
second, or third in a three-member coalition. 
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coalition of which division i is not a 
member, then extra terms will result in 
the charge formula of Equation (10) that 
have no meaningful, marginal cost inter- 
pretation. Thus, the marginal cost inter- 
pretation of the Shapley allocation which 
has become popular in the accounting 
literature is dependent on the allocation 
principle defined in Equation (6) which 
basically states that one cannot obtain a 
share of the contribution made by a group 
of which one is not a member. 

Another interesting observation can be 
made using Equation (10). If all of the 
incremental cost terms in Equation (10) 
are multiplied by some scalar, A, then 
this is equivalent to multiplying the 
charge (ù by that scalar. This is true since 
there are no terms in the charge formula 
of Equation (10) other than the marginal 
cost terms. Mathematically, the charge 
function is said to be homogeneous of 
degree one in marginal costs. This prop- 
erty was listed as a required axiom (J4) 
in the LW-J presentation of the Shapley 
allocation. It is a very reasonable require- 
ment of an allocation formula from an 
intuitive standpoint since if a division’s 
marginal costs double, its allocated joint 
cost will double. However, as pointed 
out above, if the allocation principle of 
Equation (6) does not hold, an extra term 
which has no marginal cost interpreta- 
‘tion can result. Thus LW-J axiom J4 is 
dependent on Equation (6) being main- 
tained. In any generalization of the axiom 
system Si—S3, it would be useful to at- 
tempt to maintain the allocation prin- 
ciple of Equation (6). Fortunately, either 
S1 or S2 can be relaxed while still re- 
quiring that Equation (6) hold. 


GENERALIZED SHAPLEY ALLOCATION 
WITH Si RELAXED 
Loehman and Whinston [1976] (LW) 
propose a class of generalized Shapley 
allocations which requires only S3 with 
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with the Shapley decomposition identity 
(2). As noted above, $3 is crucial to the 
Shapley allocation method if the de- 
composition principle of Equations (2) or 
(3) is to be meaningfully used in the allo- 
cation scheme. This allows either S1 or 
S2 to be relaxed whenever the simple 
Shapley allocation fails to satisfy other 
criteria sought by management, such as 
the core conditions. Following LW, 
relaxation of S1 will be considered first. 
This implies that the residuals cg, RES 
must still be fully allocated to the mem- 
bers of coalition R but that the allocation 
among the members need not be equal. 
One interesting alternative is to use the 
relative demands of the divisions as 
weights for the allocation of each cp.’ In 
this case, Equation (8) would be replaced 
with: Í 


w(R) = q/>.q; forieR 
R 


= 0 otherwise (13) 
Thus, in the example case of residual con- 
tribution c,, associated with coalition 
R={1, 2}, the simple Shapley allocation 
using Equation (8) would yield equal 
shares of c}; to divisions 1 and 2. Use of 
Equation (13), on the other hand, would 
continue to totally allocate c,, to divi- 
sions 1 and 2 but the shares would be un- 
equal unless q, =q2. The share of c,, 
going to division 1 is q,/(q,+q2) while 
the share to division 2 is q2/(q, +42). 

The use of Equation (13) in place of 
Equation (8) results in a generalized 
Shapley allocation scheme since S3 and 
S2 still hold. This is the case since Equa- 
tions (4), (5), and (6) are still satisfied. This 


ê A miore general form of Shapley identity (2) is con- 
sidered by LW, but is not investigated in the present 
analysis. 

7 Gangolly [1978] proposes a similar allocation which 
he calls an Independent Cost Proportional Scheme. 
However, he uses costs instead of demands to determine 
the weights. 
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particular example of a generalized 
Shapley allocation yields a joint cost 
allocation which satisfies the core condi- 
tions of the storage space problem of the 
second section even though the simple 
Shapley allocation failed to satisfy the 
core conditions. The payoffs x, i=1, 2, 3 
are calculated by: 


xi=(qi/qie.t+[ai/(ait 4) leit Lail(ai 
+ x) cut [ait 95+ WW) Cio 
iAj#k, i=1, 2,3 


In the storage space problem this formula 
yields x, =1.33, x,=1.30 and x,=9.37. 
These can be verified to satisfy the core 
conditions since x;+x,2 (i) for i, j=1, 
2, 3 and also x, +x2+x3=0(123). Thus, 
no subcoalition of divisions will find it 
profitable to break away from the grand 
coalition. This verification of the core 
conditions could have equally made use 
of the alternative charge formulation re- 
quiring that 


e)+e(fsCq;+q) for i,j=1, 2,3 
and 
e(i) + e) + ek) =C(qi+ qit di). 


Unfortunately, there is no guarantee 
that Equation (13) or any other meaning- 
ful alternative weighting schemes will 
always satisfy the core conditions when 
the core exists, even in the three-division 
case. However, it can be shown that 
some set of generalized Shapley weights 
exists which will yield an allocation that 
satisfies the core conditions. The rigorous 
theoretical proof is left for Appendix A. 
The proof makes use of the incremental 
cost form Equation (10). From Equation 
(11), there is a transformation between 
the residual weights w,(S) and the incre- 
mental cost weights y,(S). When Y, 
i=1,:--, n satisfy Equation (12), the set 
of allocations which satisfies the core 
conditions is a subset of the generalized 
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Shapley allocations with $1 relaxed and 
S2 and S3 maintained. In this case, an 
allocation which satisfies the core condi- 
tions can be derived by some set of either 
the Shapley residual weights or the incre- 
mental cost weights. This fact, unfortu- 
nately, does not directly aid in obtaining 
a specific set of generalized Shapley 
weights which will yield an allocation 
that satisfies the core conditions in a 
particular case. Further research in this 
area should produce fruitful insights on 
the relationship between specific weights 
and the core conditions under common 
joint cost situations. When the number of 
divisions is not large, the trial-and-error 
method of assigning weights is a reason- 
able consideration, since it has been 
established that a set of weights satisfying 
the core conditions does exist. 


GENERALIZED SHAPLEY ALLOCATION 
WITH S2 RELAXED 


In the above discussion, generalized 
Shapley allocations were considered 
which satisfy axioms S2 and $3 but not 
S1. The second way of generalizing the 
Shapley allocation is to relax S2 while 
maintaining S1 and S3. However, $2 has 
several components, some of which may 
be relaxed and others retained in the 
search for an alternative allocation. 

As noted above, $2 requires that each 
v(S), SSN be fully allocated to the mem- 
bers of S. An important joint cost allo- 
cation axiom used in the accounting 
literature, which $2 satisfies, is that the 
entire joint cost be charged to the divi- 
sions, or 


(14) 


ye) = c( Za) 


8 The nucleolus scheme (see Hamlen et al. [1977]) is 
always in the core when the core exists. However, no 
meaningful interpretation of either the residual or incre- 
mental cost weights which attain the nucleolus solution 
has yet been found. 
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Substitution from Equation (9) gives an 
equivalent form of Equation (14) in terms 
of the joint cost savings and payoffs: 


È} x: = oN) 
N 


This is clearly weaker than S2 itself since 
it requires only that the joint cost be fully 
allocated to members of the grand coali- 
tion N, not to members of all possible 
subcoalitions S. Therefore, Equations 
(14) or (15) can be maintained even when 
S2 is relaxed. l 

Relaxation of S2 requires either a re- 
laxation of Equation (5) or Equation (6) 
or both. It was determined above to at- 
tempt to maintain the allocation prin- 
ciple of Equation (6) since it has two posi- 
tive attributes. First, it yields a joint cost 
charge formula which satisfies the LW-J 
axiom of being homogeneous of degree 
one in marginal costs. If marginal costs of 
division i should double, division i’s joint 
cost allocation would also double. Sec- 
ond, it satisfies the intuitive fairness con- 
cept that one should only reap benefits or 
losses where one has made a positive or 
negative contribution, respectively. 

If Equation (6) holds but not Equation 
(5) the above attributes are maintained 
but the residual contribution of any coal- 
ition R, cp, is not exactly allocated to the 
divisions within R. A numerical example 
can best describe this result. Assume that 
the cost savings for a three-division 
problem are v(123)=10. This, in turn, is 
decomposed into the following residual 
contributions: 


(15) 


Cy2=2, C13=2, C23 =2., and C423 =4. 


Assume that c,, and c; are allocated to 
the respective divisions by the use of the 
simple Shapley weights given in Equa- 
tion (8). This yields w12)=.5, for i=1, 2 
and w,(13)=.5, for i=1, 3. Next, assume 
that a different set of weights is used for 
residual contribution c33, where w,(23) 
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=8 fot i=2 and i=3. These are equal 
weights as with the simple Shapley 
weights, however the weights over-allo- 
cate c23 by 1.2. Since the total cost savings 
are to be allocated exactly according to 
Equation (14), the remaining residual 
contribution c,.; must be under-allo- 
cated. A set of equal weights which will 
achieve exact allocation of the total cost 
savings is w,(123)=.233 for i=1, 2, 3. 

The above example suggests that the 
true spirit of the allocation principle 
given by Equation (6) may be violated 
when Equation (5) does not hold. In 
other words, some divisions will obtain 
positive or negative allocations from a 
general fund which is created by transfers 
between the various residual contribu- 
tions. Nevertheless, it remains true that 
every division’s final allocation can be 
described as a weighted sum of the resid- 
ual contributions that belong to the 
coalitions in which the division is a 
member. 

In summary, relaxation of S2 with S1 
and $3 maintained is accomplished in this 
paper by relaxing Equation (5) with 
Equation (6) maintained and with Equa- 
tion (14) added. Allocations which fall in 
this class of generalized Shapley alloca- 
tions totally allocate all joint costs to the 
divisions and can be expressed in the 
charge formula of Equation (10). The 
charge formula is also homogeneous of 
degree one in marginal costs. The result- 
ing allocations of this class are also two-. 
part formulas in which a division’s share 
of the total cost savings, v(N), is partly 
related to its membership in various 
coalitions and partly related to a general 
fund created from undistributed shares 
of the residual contributions. 

Since S1 is maintained in this second 
type of generalized Shapley allocation, 
the weights wR) for every division ie R 
must be equal and Equation (7) must 
hold. In the three-division case, with 
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c;=0, i=1, 2, 3, the payoffs satisfying 
S1, 53, Equation (6) and Equation (15) 
are: 


xX; =Ww(12)c,.+w(13)c,3 
= +0c33+w(123)c;23 (16a) 
xı =wW(12)c12 +0c13 + w(23)c23 
+w(123)c123 (16b) 
X3 =0c13 +W(13)c13 + W(23)c23 
+w(123)e;23 (16c) 
Xy+X2+X3=Cy24+Cy3 +23 +C123 (16d) 


The system of equations (16a)}{16d) con- 
tains seven unknowns consisting of three 
payoffs and four weights and has four 
equations, It is thus an overdetermined 
system. In general, the n-division problem 
consists of n payoffs and (2"—n—1) 
weights with n+1 equations. This im- 
plies that there is no unique set of gen- 
eralized Shapley weights which satisfies 
this class of generalized Shapley alloca- 
tions. In most situations, however, the 
weights must be selected before the 
payoffs. Therefore, substitution of Equa- 
tions (16a}(16c) into Equation (16d) 
yields a single equation in. the three un- 
known weights, or: 


€1o[2w(12)—1] +¢,3[2w(13)—1] 
+y3[2w(23)—1] 
+0123 
-[3w(123)—1]=0 (17) 


In the general problem, this substitution 
would yield one equation and (2"—n—1) 
unknown weights. This does not yet 
yield a unique set of weights. A solution 
to Equation (17) requires some extra in- 
formation relating the weights to each 
other. While management might attempt 
to select a set of weights which satisfies 
particular goals, one interesting solution 
is to require that all weights be equal. 
Substitution of w* for all w(R) in Equa- 
tion (17) yields: 
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wr = —012 + C13 + C23 + C123 
2Cy2 + 2¢43 + 223 + 3C4 25 


In general the payoff and w* solution for 
this particular generalized Shapley allo- 
cation are: 


(18) 


(20) 


It will be shown in Appendix B that 
Equations (19) and: (20) always yield an 
allocation which satisfies the core condi- 
tions in the three-division case when the 
core exists and there are positive benefits 
to cooperation by the divisions. For 
example, in the storage space problem in 
the second section the solution is w* 
=.857, x,=1.714, x,=1.714, and x; 
= 8.571 which can be verified to satisfy 
the core conditions when the simple 
Shapley allocation failed. This particular 
allocation also has an alternative inter- 
pretation. Substituting w* for all w(R) in 
Equation (11) and substituting the result- 
ing incremental cost weights in Equation 
(10) yields the following charge formula: 


e(i) = [1 —w*]C(q) + [w* ] [Cig +a; +a 
—C(a;+a)] i=1,...,n (21) 


A possible interpretation of Equation (21) 
is that w* is the probability of division i 
joining the grand coalition last, [1 —w*] 
is the probability of division i joining 
first, and there is no probability of divi- 
sion i being second. 


ALTERNATIVE AXIOM SYSTEMS 


The purpose of this section is to exam- 
ine the attributes of cost allocation 
schemes recently proposed in the litera- 
ture, to identify the sacrifices which 
result when axioms S1 or S2 are relaxed. 
Jensen [1977], Moriarity [1975], and 
Callen [1978] propose axioms which a 
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cost allocation scheme should satisfy. 
However, since Callen’s axioms, adopted 
from Mossin, are equivalent to S1, S2, 


and S3, it is not necessary to consider his. 


approach in this section. 

The axioms proposed by Jensen via 
Loehman and Whinston are designed to 
satisfy the properties of the simple 
Shapley allocation in the weighted incre- 
mental cost form of Equation (10). 
Therefore, a close relationship between 
these axioms and S1-S3 can be antici- 
pated. The five LW-J axioms are: 


J1 The sum of the charges to all divi- 


sions must equal the total cost. 

J2 The allocation to each division is 
based only on the division’s incre- 
mental cost and not on the incre- 
mental cost of other divisions. 

J3 Allocations must be independent of 
the labeling or ordering of users. 

J4 Allocations to each division must be 
homogeneous of degree one in 
incremental costs. 

J5 There exists a twice continuously 
differentiable cost function. 


Axiom J3, which is stated in the margi- 
nal cost formulation of Equation (10), 
is equivalent to Sl, which is stated 
in the residual contribution form of 
Equation (4). They require that once a 
residual contribution of a subcoalition to 
the total cost savings of the corporation 
is established, and given that there is no 
further information on the relative contri- 
butions of the individual divisions within 
the subcoalition to the established re- 
sidual contribution, then the fair alloca- 
tion of the residual contribution to the 
respective divisions is that of equal 
shares. Relaxation of S1 in the first class 
of generalized Shapley allocations con- 
sidered implies relaxation of J3. While 
this might mean that an intuitively 
acceptable “‘fairness”’ principle is lost in 
the allocation scheme, the concept of 
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fairness is quite abstract and must be 
approached with a reasonable degree of 
flexibility. This is pointed out by Hamlen 
et al., [1978]. . 

It was noted in the previous section 
that S2 implies J1 but J1 is weaker than 
S2. Therefore, relaxation of S2 in the 
second class of generalized Shapley allo- 
cations considered, through relaxation of 
Equation (5), can be made without 
requiring the loss of J1. This ensures 
that the total joint cost of the corporation 
will be fully allocated to the divisions 
within the corporation, or equivalently, 
that the entire cost savings of acting as a 
grand coalition of divisions rather than 
independently as individual divisions or 
subcoalitions of divisions will be fully 
allocated as payoffs to the individual 
divisions. J1 can be added separately as 
Equation (14) or Equation (15) when S2 
is relaxed. 

It was also pointed out in the previous 
section that when Equation (6) is relaxed 
an extra term may be added to the charge 
formula of Equation (10) which does not 
have a meaningful, marginal cost inter- 
pretation. This would automatically vio- 
late LW-J axioms J2 and J4. Again, J3 
has intuitive appeal, requiring that a 
division's share of the joint cost double 
if its own marginal costs, defined by 
Equation (10), should double. An equiva- 
lent statement of J2 is to require that a 
division’s share of the joint cost savings, 
v(N), be based only on the division’s 
contribution as an independent division 
or through membership in some coali- 
tion. In this paper S2 is relaxed by relax- 
ing Equation (5) while maintaining Equa- 
tion (6). This guarantees that J3 is re- 
tained while J2 is partially retained as 
described in the previous section. The 
payoff to division į is still the weighted 
sum of its residual contributions to the 
corporation, made up of its independent 
value and its membership in various 
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coalitions of divisions. There are over- 
-allocations and under-allocations of 
some of the residual contributions of 
subcoalitions. These, however, cancel 
‘out to ensure that the total joint cost 
‘savings of the grand coalition are éxactly 
. allocated to the individual divisions. 
Axiom J5 is a strong addition to. the 
original Shapley axioms, S1-—S3. As 
‘pointed out in the second section, this 
mathematical smoothing. property en- 
sures that the simple Shapley allocation 
satisfies the core conditions when the 
core exists. It was also pointed out, how- 
‘ever, that in many practical problems the 
‘underlying joint cost function does not 
‘satisfy this condition and in- most situa- 
_tions it would be impossible for the 
- accountant to verify that J5 was satisfied. 
In summary, the generalized Shapley 
allocation which relaxes S1 violates J3. 
When S82 is relaxed by relaxing Equation 
(5) while maintaining Equation (6) and 
-adding Equations (14) and (15), JI-/4 are 
maintained. There is no attempt to 
maintain J5 since it is unlikely to. hold or 


be verifiablein many joint cost allocation 


problems. 


Jensen has shown that the LW-J ¢ axi- . 


oms also'satisfy the following five axioms 
proposed by Moriarity: ° 


M1 A division should never be charged 
: more than its next best alternative. 
M2 The allocation process should in- 
volve comparison of a division’s 
charge and the division’s next best 
alternative. — 
M3 Every division should share in the 
joint cost savings. 
M4.Some portion of the joint cost must 
be charged to every division. 
M5 A reduction in the cost of a divi- 
_ sion’s next best alternative should 
decrease. the division’s charge in 
the grand coalition. - 


The “next best alternative” concept used 
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in M1, M2, and M5 does not extend to 
the possibility of joining coalitions in 
either Moriarity’s or. Jensen’s analyses. 
They considered only the alternatives 
resulting from independent action of indi- 
vidual divisions. Following Hamlen et al. 
[1977], the core conditions require that 
the next best alternative incorporate the 
action of all coalitions, including the 
independent action of single divisions. As 
pointed out above, the simple Shapley 
allocation and thus $1-—S3 fail to satisfy 
the core conditions, when the core exists, 
in many relevant situations. The gener- 
alized Shapley allocation as introduced 
here through relaxation.of S1 or S2 was 
specifically designed .to regain the core 
conditions and thus M1. Also, when the 
core. conditions are satisfied, there is no 
reason to consider M2 further. - 

The simple Shapley allocation is not 
sufficient to satisfy M3 and M4. For 
example, consider a three-division prob- 
lem where v(N) = 3, v(13) =3, and o(S)=0 
for all other.S. This yields a Shapley pay- 
off of zero to division two, violating M3.° 
In the case of M4, consider the three - 
division joint cost problem where €(q;) 
=10, C(q2)=10, C(g3)=4, Cgi +q) 
=18, C(q1+43)=7, C(q2.+93)=7, and 
C(91+92+43)=16. This yields a charge 
for the simple. Shapley allocation of 
6(3)= — 1/3, showing that division 3 does 
not share-in the costs and in fact is sub- 
sidized for participating in the grand 
coalition.‘° Since the’ simple Shapley 
allocation does not always satisfy M3 
and M4, the generalized Shapley alloca- 
tion may not satisfy these axioms either, 
regardless of whether S1 or S2 is relaxed. 
This means that there may be cases where 


E This, of course, is perfectly reasonable since division 
two. contributes no cost savings. ; 
- 10 The negative charge is due to the particularly 
valuable position occupied by division 3: The marginal 
cost for this division as it joins other divisions is negative. ` 
For an illustration where such a situation can occur, see 
Loehman et al. [1979]. > 
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one or more divisions receive no positive 
share of the joint cost savings, v(N), or 
that one or more divisions may not be 
allocated a share of the joint costs. Both 
of these conditions may seem unfair and 
cause dissatisfaction among division 
leaders. The simple Shapley allocation 
will be found to always satisfy M5 for all 
cases where v(S)>0, SEN. The next best 
alternative to division iis a share of some 
v(S), ieS. Using Equation (3), an in- 
crease in v(S) implies an increase in c, 
The simple Shapley allocation requires 
that division i receive a positive weighted 
share of c,, or w,(S)c,. Therefore, its 
share will increase with an increase in 
v(S). Relaxation of S1 implies that some 
weight w,(S) may be zero. Relaxation of 
Equation (5) in S2 implies that some 
weight may be zero or negative. Thus in 
both cases M5 may not hold for the 
generalized Shapley allocation. The pur- 
pose of M5 is to encourage divisions to 
seek alternative less costly sources of 
inputs. However, there can be some 
negative aspects to this property. Since 
joint cooperation of all divisions pre- 
cludes the actual use of next best alterna- 
tives, divisions may be tempted to submit 
false or exaggerated claims of their next 
best alternatives in order to obtain 
reduced joint cost allocations. 


CONCLUSION 


The value of allocating joint costs may 
be questioned. However, allocating is an 
unavoidable problem faced by accoun- 
tants in many situations at this time. In a 
large numer of these cases, the particular 
allocation used will be clearly arbitrary 
and unrelated to direct efficiency criteria. 
The best approach in such cases is to 
choose an allocation procedure that is 
based on a set of axioms which can be 
described in some sense as both fair and 
understandable. This will mitigate the 
indirect efficiency problems which are 


l The Accounting Review, April 1980 


associated with unhappy division leaders 
who feel that their performance is un- 
fairly evaluated. These indirect efficiency 
problems are not easily measured but do 
affect the profit potential of firms. 

Failure to meet the core conditions 
may represent a direct or indirect effi- 
ciency problem. Allocations not satisfy- 
ing the core conditions may result in sub- 
coalitions acting independently of the 
corporation and at an increased cost to 
the corporation. This would be an exam- 
ple of a direct inefficiency. However, even 
if the divisions were prohibited from 
such independent action, the division 
leaders would be aware of their potential 
for an improved performance record by 
independent action and an indirect effi- 
ciency problem would be present. 

The simple Shapley allocation, while 
satisfying three reasonable allocation 
axioms, cannot ensure that the core 
conditions are met in every case where 
mutual cooperation by all divisions is 
profitable. It is also a unique allocation 
and does not allow for any flexibility by 
management. The generalized Shapley 
allocation represents a useful position 
from which to seek allocations that will 
satisfy the core conditions while main- 
taining the basic decomposition principle 
described by Equations (2) and (3). This 
decomposition principle totally accounts 
for the possible contributions to cost 
savings made by individual divisions as 
well as coalitions of divisions within the 
corporation. Members of the class of 
generalized Shapley allocations may be 
obtained by relaxing axioms S1 or S2. 
This allows S3 to be maintained. With- 
out S3 the decomposition principle has 
little relationship to the allocation pro- 
cedure. Relaxation of Sl removes the 
fairness concept that all divisions within 
a coalition of divisions receive an equal 
share of the residual contribution of the 
coalition to cost savings. One justification 
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for use of unequal weights is to use the 
relative demands for goods and services 
by the divisions. With a decreasing aver- 
age cost situation, the larger a division’s 
demand for goods and services, the 
greater is its contribution to reducing 
their average cost. When the core exists, 
there exists some set of generalized 
Shapley weights satisfying S2 and $3 
which will yield an allocation in the core. 
There is as yet no universal rule for as- 
signing such weights for every situation. 

Relaxation of $2 while maintaining S1 
and $3 provides a second class of gener- 
alized Shapley allocations. In this paper, 
this class was further restricted to those 
allocations which totally allocate the 
joint costs to the divisions, and which 
require that the share of the joint cost 
savings to any division be a weighted sum 
of the residual contributions made by the 
division or by coalitions of which it is a 
member. One member of this class of 
allocations was introduced by Equations 
(19) and (20). This allocation satisfies the 
core conditions for the three division 
problem whenever the core exists and 
there are benefits to cooperation. In the 
allocation, each division receives a share 
of the residual contributions made by 
coalitions to which they belong. In addi- 
tion, this share or weight is the same for 
all coalitions. To the extent that the con- 
cept of equality is considered fair and 
acceptable, this allocation scheme may 
have added value. 

The class of generalized Shapley allo- 
cations, as introduced in this paper, is a 
logical position from which to consider 
alternatives to the simple Shapley alloca- 
tion. Such alternatives may be sought in 
order to satisfy the core conditions when 
the simple Shapley allocation fails to 
satisfy them and, therefore, fails to pre- 
vent the formation of independent sub- 
coalitions at the expense of the cor- 
poration. On the other hand, alternative 
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allocations may be sought in order to 
satisfy other efficiency criteria held by 
management. Further research is needed 
to discover specific members of the class 
of generalized Shapley allocations which 
satisfy the various joint cost allocation 
rules proposed in the literature or cur- 
rently used by management. 


APPENDIX A 


The objective is to show that the core is 
a subset of the generalized Shapley allo- 
cations with S1 relaxed. Initially, suppose 
that v(S) is convex. This implies that 
v(S) is increasing with S at an increasing 
rate. It is similar to increasing returns to 
scale in economics [see Sorenson et al., 
1978]. Let a be an n-dimensional payoff 
vector and 


a(S) = 2 ai. 


H, denotes the hyperplane in n-space 
where a(S)=v(S). Also, let œ represent 
one of the n! orderings of the divisions in 
N. Following Shapley [1971], define 


Son={ieN: oi) Sk}, k=0,1,...,0 


Now the hyperplane Hs, , is such that 
a(S.) =S) As Shapley shows for 
convex games [1971, p. 19], the intersec- 
tion of the Hs, , are the vertices of the 
core given by the points 


a? = (So ,c4)) Soo- allie N 


for all w. Each ordering œ defines a pay- 
off vector and a core vertex. But these 
payoff vectors are precisely generalized 
Shapley payoffs where each division re- 
ceives the marginal contribution gen- 
erated as the division joins the coalition 
that will become the grand coalition. 
Thus, a core vertex is a particular gen- 
eralized Shapley allocation with weights 


7,O=7)= yiik)= ... =7(N)=1 (22) 


To satisfy (13), all other generalized 
Shapley allocations have weights that are 
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convex combinations of (22) over all n! 
orderings of the i, j, k,...,n, and any 
convex combination of (22) over all n! 
orderings is a generalized Shapley alloca- 
tion. But the core consists solely of points 
that are convex combinations of the 
vertices (see Benson [1966], Theorem 
25.6, p. 195); therefore, any point in the 
core can be expressed as a generalized 
Shapley allocation. 





a fe 4 


FIGURE 1 


Geometrically, the above argument is 
obvious for the three-division case. Fig- 
ure 1 is the fundamental triangle for a 
convex game and the core is the area 
bedefg. Line be corresponds to a, +a, 
=v(12), de to a, +a;=v(13), and fg to 
a, +a3=0v(23). For convex games, the 
core vertices are on the edges of the tri- 
angle. The core consists of the points that 
are convex combinations of the vertices, 
and the vertices represent the payoffs 
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The generalized Shapley allocations are 
also convex combinations of these pay- 
offs. For instance, the Shapley allocation 
is 1/6[b+c+d+e+f +g]. 





a 1 e J a2 
FIGURE 2 


For nonconvex games, the core is a 
proper subset of the generalized Shapley 
allocations. A geometric illustration is 
provided for the case of three divisions, 
but a detailed proof is available from the 
authors. Figure 2 represents a game with 
v()=0, i=1, 2, 3, v(12)=5, v(13)=10, 
v(23)=15 and v2(123)=20. Points b 
through g are still the extreme points for 
the generalized Shapley allocations. For 
instance, c is given by a,=0, a,=v(12) 
=5, and a,=v(N)—v(12)=15. Thus, the 
area bcdefg still represents all generalized 
Shapley allocations, and obviously the 
core, denoted by area bcdh, is a proper 


b a, = (12), a, = 0, a3 = v(123) — v(12) 
c a,=0, a, = v(12), a, = v(123) — v(12) 
d a,=0, a, = v(123) — v(13), a, = v(13) 

e a, = v(13), az = v(123) — (13), a, = 90 

f a, = v(123) — (23), a, = (23), a, =0 

g a, = v(123) — o(23), a, =0, a3 = v(23) 
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subset. Point h, for example, can be ob- 
tained with weights 
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Rawls-type solution under relative mea- 


yi(l) = 1/3 y2(2) = 0 y3(3) = 2/3 
712) = 0 72(12) = 1/3 y3(13) = 0 
y1(13) = 1/3 y2(23) = 1/3 ¥3(23) = 0 


710123) = 1/3 


Of course, these weights are not unique 
and other weights can also yield point h. 


APPENDIX B 


The generalized Shapley allocation 
obtained for S2 relaxed by relaxing (5) 
with (6) maintained and (15) added, is 
given as (19) and (20). It has an alterna- 
tive interpretation and is always in the 
core for the three division case when 
cooperation is profitable. First, the alter- 
native interpretation will be considered. 

Hamlen et al. [1978] have considered 
the concept of fairness from the social 
choice literature. One measure of fairness 
is obtained from the Rawls [1971] cri- 
terion in which the decision maker 
attempts to maximize the minimum 
attainment level of any unit within its 
control. This attainment level may be 
evaluated in either an absolute or relative 
measure of comparability. 

Consider a division i within a grand 
coalition of divisions N={I,...,n} 
which has o(N)>0 and a nonempty core. 
The smallest share of v(N ) division i may 
obtain is x;=0. The largest share it can 
expect to obtain is equal to o(N)—v0(N 
— {i}), since 

2 x = oN — {i}) 
jeN- i} 
is the least amount that can be given to 
the members of N—{i} under the core 
conditions. 

A measure of relative attainment, k, is 
k[v(N)—v(N — {i})—0] where k repre- 
sents the fraction between the largest and 
smallest absolute attainment levels. A 


y2(123) = 1/3 


73(123) = 1/3 





sures of comparability would be ob- = 
tained from the problem. 


Maximize k 
subject to k[v(N)—v(N — {i})—0], 


i=1,...,n 


(23) 


yx — vo(N) 
The solution to this problem is: 
k=utN)/| mt) — Jam- 0-0] (24) 


For example in the three division case 
with v(i)=0, i=1, 2, 3. 


k = o(N)/[30(N) — (12) 


— v(13) — 0(23)] (25) 
x, = k{o(N) — 0(23)] (26) 
xz = k[v(N) — v(13)] (27) 
x3 = k[o(N )- v(12)] (28) 


Use of the Shapley identity of (2) or (3) 
permits the v(S), SSN terms to be trans- 
formed into the cg, RES residual terms. 
When this is accomplished, however, 
(25) through (28) become (19) and (20). 
Therefore, k of (24) is equal to w* of (20). 

A second possible interpretation of (19) 
and (20) has been proposed by Gately 
[1974]. He sought to reduce the potential 
number of solutions within the core by 
seeking that solution in the core which 
minimizes the “propensity of any mem- 
ber (division) to disrupt” the grand coali- 
tion. The equivalence of this solution and 


286 


(19H20) are based on the identity of 
solutions to a particular three member 
game examined by Gately. The present 
authors have not yet found any simple 
mathematical transformation between 
the two methods. 

Finally, to prove that this allocation is 
always in the core for the three-division 
case, where cooperation is profitable, 
note that from examination of (20), 
w*>0 when the core exists since this 
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or 


2u(N) — v(jk) — v{ik) — vlij) 


> ui] — | 


Finally substituting for w* from (25) 
yields: 


2u(N) — (jk) — vik) — vlij) 2 oH) 


implies 
2v(123) > v(12) + v(13) + v(23). 
Therefore, x; > v{i)= 0 or 


[e — v(jk)— v(ik) — v(ij)— a] 
) i 


v(N 


and x; -+x2+x3=0(N) and the allocation 
is an imputation. For two division coali- 
tions the core condition requires x;+ x, 
>v(ij), or from (26)-(27) above and 
k=w*, 


w*[2v(N) — v(jk) — v(ik) = v(i) 


which holds by superadditivity, í.e., the 
value of the cost savings, v(S) increase for 
increases in the coalition size S with 
v(N) > v(i)). 
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The Possibility of Partial 
Accounting Standards 


Michael Bromwich 


ABSTRACT: This article recognizes that some accounting standard setters seek to 
solve specific accounting problems by reducing the number of permissible accounting 
treatments for some components of accounting in isolation from the procedures adopted 
for others. Standards generated in this way are labeled partial standards in this article 
which explores some of the conditions under which such an approach generates an 
optimal information system for an individual. The main concern is to determine a set of 
conditions required of an individual's utility function if a partial standards approach is to 
be successful in the above sense. These conditions are fairly restrictive and suggest that 
accounting authorities need to consider simultaneously standards which display any 
significant element of interdependence. This inquiry leads to a consideration of the 
implications of separable utility functions for accounting. The article also considers the 
. promise that separable utility functions offers for the amelioration of the problem of the 
non-comparability of information structures. 


URRENT practice in setting account- 

-ing standards for financial (exter- 

nal) accounting reports, suggests 

that authorities in a number of countries 
adopt a similar approach. Although 
some statements of general principle have 
been issued, the procedures of standard- 
setting organizations and their published 
statements suggest a sequential attack on 
accounting problems. This approach en- 
tails prescribing a desired treatment for 
one or more accounting items in isolation 
from the procedures adopted for solving 
other accounting problems. The lists of 
problems to be considered by standard- 
setting organizations give some evidence 
of this approach. The items on these lists 
are usually narrowly defined and the pro- 
cedures for consultation and research 
concerning each problem seem to en- 
visage a partial treatment. Accounting 
standards generated using this approach 
will be labeled “partial standards” here. 
Reasons why standard setting authori- 
ties favor this approach are not difficult 
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.to envisage. It is one way to alleviate 
_ pressures on the accounting profession 


for immediate reform. A stream of partial 
standards provides more explicit evi- 
dence of activity than do efforts to formu- 
late a comprehensive conceptual ac- 
counting framework. The former pro- 
cedure may also be seen as the best way 
to proceed in the absence of such a frame- 
work. It may also be felt that a consensus 
among accounting report users concern- 
ing fairly narrowly defined partial stan- 
dards will be easier to obtain than 
agreement to more comprehensive at- ` 
tempts to resolve accounting problems. 


Mr. C. Sutcliffe, Dr. C. M. E. Whitehead, and Pro- 
fessor B. Cushing made very helpful comments on an 
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A sequential approach provides one way 
of structuring activities in the face of 
constraints on available resources. It also 
allows the research and the consultations 
associated with setting individual stan- 
dards to be decentralized. A more com- 
prehensive attack on accounting prob- 
lems is likely to require a more formal 
and structured central organization. 

This paper considers some of the condi- 
tions necessary for a partial standards 
approach to maximize the welfare of an 
individual who is using accounting re- 
ports for decision making. The welfare 
criterion adopted is a common one, the 
maximization of individual expected 
utility [Demski, 1973, pp. 719-720]. The 
procedure is, first, in the next section, to 
incorporate partial accounting standards 
into the usual type of rational choice 
model for the individual [Marschak and 
Radner, 1972, and Demski, 1973]. This 
analysis indicates. that the existence of 
partial information systems is not suffi- 
cient to allow the partial approach to 
accounting standards to proceed. Re- 
strictions must also be placed on the 
individual’s utility function. The second 
major concern of this paper is, therefore, 
to determine one set of conditions re- 
quired of the individual’s utility function 
- for the partial approach to accounting 
standards to generate an optimal infor- 
. mation system for the individual. This 
problem is addressed in the third section 
of the article. The next part continues this 
line of inquiry by examining the meaning 
-~ ofthese conditions and their promise for 
solving some of the problems of account- 
ing. This thrust is taken up again in the 
final section of the article, which con- 
siders whether the fullfilment of these 
conditions relating to utility functions 
offers any hope of a solution for some of 
the problems of accounting, such as the 
non-comparability of information sys- 
tems [Demski, 1973], which arise at the 
level of the individual. 
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The analysis suggests that the condi- 
tions for successful use of the partial 
approach are fairly restrictive. Where 
these conditions do not apply, the impact 
of a standard on an individual’s welfare 
may interact with those of other stan- 
dards. The results of introducing a 
standard cannot then be evaluated in 
isolation from the outcomes of other 
standards, actual or proposed. Where 
interdependence between standards is 
thought to be large, the effects of stan- 
dards should be considered simultane- 
ously. If standards continue to be issued 
without consideration of their interde- 
pendencies, their value in resolving de- 
bates about accounting problems is likely 
to be limited. However, where the condi- 
tions for the partial approach are met, the 
approach provides a powerful tool for 
aiding in the solution of certain types of 
accounting problem and for reducing the 
impact of some of the difficulties relating 
to the setting of accounting standards 
considered i the literature. 

The perspective of the single individual 
is adopted to allow a first attack on a 
complex problem. The analysis suggests 
that some of the most important difficul- 
ties which beset the partial standards 
approach arise at the individual level. 
That these problems are encountered 
when an individual perspective is adopted 
implies that not all the obstacles to 
progress with the partial standards ap- 
proach arise from the differing prefer- 
ences, beliefs, and decision settings of 
individuals in a multi-person setting. 
Therefore, for instance, even the as- 
sumption of the homogeneity between 
individuals suggested by Cushing [1977, 
pp. 311-313] may not open up wide 
avenues for progress in solving the prob- 
lems of standard setting. 

That some of the problems of the 
partial standards. approach arise at the 
individual level also reduces the attrac- 
tiveness of another suggestion made by 
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Cushing [1977, pp. 315-320]. He pro- 
posed that a choice between partial 
accounting standards for a given ac- 
counting problem could be made by 
utilizing a variant of benefit/cost analysis, 
holding constant the principles used in all 
other areas of controversy. This sugges- 
tion has promise only where the restric- 
tive conditions necessary for the success- 
ful employment of a partial standard 
approach obtain. 

The decision-making orientation of the 
article is used to simplify the analysis. The 
problems discussed are also likely to 
apply to the construction of accounting 
reports meant to facilitate the monitoring 
of the performance of enterprise manage- 
ment. They would arise, for example, 
where such reports are designed by some- 
one other than the user of the reports and 
the designer uses a partial approach when 
revising their structure. 

On a more optimistic note, the penulti- 
mate section of this paper indicates that 
the existence of the conditions to ensure 
the optimality of the partial standards 
approach in conjunction with the as- 
sumption of some homogeneity between 
individuals in beliefs, tastes, decision 
models, and environments may substan- 
tially reduce the complexities. facing 
accounting standard setters. Moreover, 
in a multi-person setting, one might 
expect agreement to be more easily forth- 
coming for a standard addressing one or 
more of a limited number of items of 
accounting information than for the 
introduction of comprehensive informa- 
tion systems. Indeed, if accounting stan- 
dard setters address accounting problems 
which satisfy the conditions for a legiti- 
mate partial treatment for a given set of 
homogeneous individuals, they can usu- 
ally expect their solution to remain 
optimal for. those individuals even if a 
more comprehensive approach to stan- 
dard setting is later adopted. 
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-A CHOICE MODEL INCORPORATING 
PARTIAL ACCOUNTING STANDARDS 


This section seeks to embody partial 
standards into the usual type of rational 
choice model. The properties of this 
model will first be set out briefly, and 
then the amendments necessary to incor- 
porate partial standards will be outlined. 
The normal assumptions of the theory 
will be utilized [Demski, 1973, pp. 718- 
719]. The decision maker is seen as 
seeking to allocate his resources opti- 
mally. His preference ordering over a set 
of finite outcomes is complete and 
transitive, and he seeks to maximize a 
von Neumann-Morgenstern utility func- 
tion by choosing an action a(a € A) out of 
the exhaustive set of available mutually 
exclusive actions A, given each possible 
state of the environments. The likely 
occurrence of each state is expressed by 
a probability distribution over the set of 
finite possible states. 

The signal (y), or signals, received (the 


- financial accounting statements) will be 


some function of the true state of the 


-environment and will depend on the 


information system (y) (the set of rules 
and procedures used in preparing ac- 
counting statements) chosen out of the 
set available H. These information sys- 
tems can be thought of as providing 
alternative ways of associating (mapping) 
the state of the environment set (S) with 
the set of signals, Y. Thus, the available 
information systems provide exhaustive 
families of mutually exclusive partitions 
of the states of the environment set. 

To ease the exposition, it will be as- 
sumed that information systems are 
costless in use. It can be shown that 
explicit consideration of the costs of 
such systems render the partial standards 
approach invalid unless additional re- - 
strictive assumptions are made. But these 
assumptions are those which are required 
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for the partial approach to accounting 
standards to proceed successfully for the 
individual. With this rational choice 
model, the setter of accounting standards 
can be seen (following Demski [1973]) as 
selecting the optimal information system 
for the individual in mind. In undertaking 
this task, the standard-setting organiza- 
tion has little choice but to act on its 
perception of the decision model, utility 
function, opportunities, and beliefs of the 
individual under consideration. In all the 
models used in this article, it is assumed 
that the authority has used all of the tools 
available to it to ensure that its views of 
the individual’s perceptions are as accu- 
rate as possible and that these are re- 
flected in the standards set. 

The standard setter is, therefore, seen 
as selecting the optimal information 
system for the individual in mind by 
determining that system which maximizes 
the individual’s expected utility condi- 
tional on both the individual choosing the 
optimal action and the signals obtained 
from the information system chosen by 
the standard-setting authority. At the 
simplest level, this objective can be 
expressed (adopting the notation used in 
Marschak and Radner [1972, p. 91]) as 


E(U|n*) = MAX QU, a; U(r), ¢). (1) 


E(U|n*) represents expected utility (U), 
conditional on using the optimal infor- 
mation system (y*). Q is the expected 
utility function (a preference ordering). 
@ is the probability function of the in- 
dividual in mind for the relevant states 
of the environment. The payoff function 
U(r), where r is the result or consequence 
of a given act (a) being combined with a 
given state of the environment (s), ex- 
presses the utility of the outcome of each 
state-action pair. It can be written more 
fully as 


U(r) = U(pls, a)) (la) 
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where p represents the outcome function. 

In order to incorporate partial ac- 
counting standards in the above model, 
it is helpful to describe more fully than is 
usual the state of the environment set. A 
given state of the environment is con- 
ventionally represented in rational choice 
models by one symbol, s. This symbol is 
better understood for the purposes of 
this article as representing a vector com- 
prising all those events which must occur 
if the overall state of the environment 
under consideration is to appear [Mar- 
schak etal., 1968, p. 138]. Such con- 
stituent events will be called state attri- 
butes here. An overall state (s) can be 
written as a vector of its state Apes 
in the following way: 


s= {s} i= ish 


where s;es and se sS, the set of all such 
vectors. 

The objective assumed in this paper for 
those who seek to lay down partial ac- 
counting standards is to choose an ac- 
counting treatment for one or more of the 
events which make up a given overall 
state, abstracting from the accounting 
procedures used for other constituent 
events in s. Partial standard setters are. 
seen as selecting an optimal information 
structure (y,) for a state attribute or set 
of state attributes, in order to maximize 
the expected utility of the individual un- 
der consideration, from all those informa- 
tion systems available, which address the 
constituent event or events in mind 
(h,, hie H, the overall set of information 
systems). For ease of presentation, it will 
be assumed that each y; relates to only 
one state attribute or constituent event. 
This assumption can be made without 
loss of generality. However, the narrow- 
ness of the span of the partial approach 
in terms of the minimum number of state 
attributes or constituent elements that 
could be considered, is limited by the 
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indivisibility of information systems with 
respect to these attributes. Standard- 
setters, in order to simplify their task, 
might wish to consider only one or two 
state attributes at a time. This desire may 
be frustrated if the technology of the 
available information systems requires 
them to encompass several state attri- 
butes. In a choice between partial infor- 
mation systems, the minimum number of 
constituent events that must be consid- 
ered is determined by that system which 
addresses the greatest number of these 
events. Choices which involve as one of 
their elements an information system 
which, for some technological reason, 
must address a definite number of state 
attributes must also include considera- 
tion of how all these attributes would be 
dealt with when other narrower informa- 
tion systems are used. 

The essence of the partial standards ap- 
proach can be illustrated by considering 
an investor whose utility depends on, say, 
two characteristics of his security port- 
folio, its return and its risk. Those who 
wish to design an optimal overall infor- 
mation system for this investor seek, via 
some variant of Expression (1), that sys- 
tem which maximizes utility when the 
individual acts optimally on the signals 
provided. The aim of the partial approach 
is to design an optimal information sys- 
tem for each component of the utility 
function, risk and return in the case being 
considered, abstracting from those asso- 
ciated with other components or argu- 
ments of the investor’s utility function. 
With the case in mind, standard-setters 
who adopt a partial approach seek to lay 
down the optimal reporting method for 
the investor for one of the characteristics 
of his portfolio, say, return, abstracting 
from any joint effects on the investor’s 
welfare that may be caused by the inter- 
action of this reporting method with that 
used for the risk characteristic. The 
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partial standard-setter would seek to. 
generate an optimal reporting method for 
risk in the same way. 

The use of information systems ad- 
dressed to state attributes allows the 
substitution of a vector of states repre- 
sented by {s} for the single symbol which 
represented the state of environment in 
Expression (1). Such substitution would 
replace the original payoff function 

U(r) = U(p(s, a)) by one of the form 

U(r) = U(p({s}, a)) (1b) 

These adjustments on their own do not 
allow a partial approach to be pursued, 
for Expression (1b) says that any change 
in utility occasioned by a partial standard 
must still be evaluated with respect to the 
resultant change in total utility. It will 
now be shown that if the partial standards 
approach is to proceed successfully, 
certain conditions have to be specified 
relating to the utility function of the indi- 
vidual in mind in addition to the require- 
ment that information systems be ad- 
dressed to state attributes. The main 
concern of this article is to seek those 
conditions which must be imposed on 
the individual’s utility function for a 
partial standards approach to be optimal. 
Optimality of the partial standard ap- 
proach alternatively could be investigated 
by considering the requisite conditions 
which would need to be placed on the 
probability distributions of state attri- 
butes for its attainment [Marschak, 1971, 
p. 217]. l 


CONDITIONS REQUIRED FOR OPTIMAL 
PARTIAL STANDARDS 


For the partial accounting standards 
approach to be optimal for the individ- 
ual, the expected utility yielded by this 
method must be equal to that obtained 
from the optimal information system 
obtained by solving Expression (1). It is 
not suggested that those presently 
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charged with standard setting actively 
seek to achieve this objective when 
actually formulating partial standards. 
Rather, it is used to indicate the results 
which would accrue on the assumption 
that they “acted asif” they were so doing. 
If Expression (1) is re-written in more 
detail it gives 
E(U|n*) = > 2 U(r) 


yeY se 

: “b(rla*, n*)OU\n*) (2) 
where ¢ is the probability of the results, 
given that the optimal act (a*) is taken on 
signals from the optimal information 
system (y*) [Marschak, 1971, p. 216]. © 
represents the probability of the signals, 
conditional on the use of the optimal in- 
formation system. 

The equivalent expression to Expres- 
sion (2) using the partial standards ap- 
proach and utilizing the notation intro- 
duced earlier is 


EUn =E 2 Ulin) 


T JEY Ges 
b({rila*, (në) 
Oyal) (3) 


where brackets of the form { } signify 
vectors. The first summation sign rep- 
resents the aggregation of the expected 
utility of each result. The symbols not in 
vector form have the same meaning as in 
Expression (2) except that they may be 
related to vectors. 

In terms of the notation of Expression 
(3) those who wish to set partial account- 
ing standards are concerned to provide 
accounting information relevant not to 
the entire set of results but to one of its 
items without considering the effects on 
the set of results of the accounting treat- 
ments applied to other results. That is, 
the effects of a given partial accounting 
standard are reflected in the values of one 
component (r;) of the result set. These 
effects can be evaluated by computing 
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the expected utility of the result under 
consideration, conditional on the partial 
standard being utilized. Such utilities 
have to be capable of aggregation if Ex- 
pression (3) is to be valid. The permissible 
methods of aggregation will depend on 
the character of the individual’s utility 
function. 

The next step in the analysis is, there- 
fore, to explore the conditions to be 
placed on the individual’s utility function 
so that Expressions (2) and (3) yield the 
same results. The set of requirements are 
those which generate equality between 
the two Expressions, that is, which allow 
Expressions (2) and (3) to be written as 


X L Ueda’, woh" = (a) 


yeY s 


> 2 2: Ulir olr}la*, {nf} 


i {yer {sie 
D({y:}]{nF}) (4b) 


The required conditions on the utility 
function for partial standards to be opti- 
mal can be deduced from the above using 
a result given by Marschak [1971, pp. 
216-218]. It can be seen by inspection 
that the above expressions will be equal 
if and only if utility is linear in the result 
values contained in Expression (4b). 
Linearity in these values requires that 
this Expression (and, therefore, Expres- 
sion (3)) can be written as 

> E(r,\a*, ni, yi) 


yieY 
+ 2 E(r,|a*, 13, yj) soe 
y 


j€Y2 


+ È Etnla*, nk Ym) (5) 
YmEYm 

where E(r;la*, n¥, y:i) represents the ex- 
pected value of the result r, conditional 
on the optimal action being taken on the 
optimal partial information system for 
that result and on each signal from that 

system. l 
Thus, the adoption of the partial ap- 
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proach to standard-setting requires that 
the utility function of the individual un- 
der consideration can be partitioned into 
its arguments and that the utility assigned 
individually to these arguments can be 
aggregated by addition. Such a utility 
function is called additively separable by 
economists, reflecting that the utility 
assigned to any component of the func- 
tion fully measures its impact on the 
individual’s welfare. The amounts of 
other components in the portfolio of 
arguments have no effect on the utility 
assigned to the component in mind. As 
an example of the legitimate use of a 
linear utility function, consider a deci- 
sion maker evaluating an investment 
project. His or her utility function can be 
written as: 


U(r) = U(r... Ta) 


where result r; represents the discounted 
net cash flows in year i, i=1 to n. This 
decision maker’s preference function can 
be seen as made up of a number of argu- 
ments or components, each of which 
yields utility, and the utility function 
may, therefore, be written as: 


U(r) = U{U, (1), U,(r2), ay UAUA): 


The aggregate utility associated with any 
given project will depend on whether the 
utility assigned to the cash flow of any 
year is affected by the cash flows pro- 
vided by the other annual results. No 
such effects will occur if the individual is 
concerned to maximize expected net 
present monetary values. The overall 
utility yielded by the project can then be 
ascertained by the simple addition of the 
utilities provided by the possible results 
in each year of the project’s life. The fore- 
cast payoff from the project can, there- 
fore, be written as 


EUG) = È UDAD 
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Similarly Expression (5) indicates that 
considering each result independently 
will yield the same expected utility as a 
consideration of the entire set of results 
if, and only if, the total of the expected 
values of the individual results (E((r;)) 
+E((r2)), 0e +E((r,,)) sums to the over- 
all expected utility. It is this condition 
which allows the addition operator to be 
applied to the constituent elements of 
each result vector in Expressions (3), 
(4b), and (5). If this condition is in- 
appropriate, the expected utility at- 
tached to each result vector would in- 
stead have to be assigned by ascertaining 
the expected utility accruing when all 
that vector’s components are considered 
together. . 

That utility must be linear in the result 
values for the partial standard approach 
to, succeed is equivalent to accepting the 
strong independence axiom of the usual 
utility framework with uncertainty 
[Hirshleifer, 1970, pp. 220-221 and p. 
253]. The usual application of this frame- 
work is in choosing between mutually 
exclusive opportunities, which yield 
“bread or butter” [Hirshleifer, 1970, p. 
220]. That is, the choice is between 
alternative multi-period series of uncer- 
tain cash flows. The addition of the 
utilities promised by the results in differ- 
ent years offered by a given opportunity 
is often regarded as legitimate because 
independence between the utilities at- 
tached to the results in different years 
can be reasonably assumed. This assump- 
tion may be thought to be less reasonable 
in connection with partial accounting 
standards, for applications of such stan- 
dards in association with the appropriate 
actions will yield simultaneously several 
results in the same period to which 
utilities have to be assigned. That is, the 
choice is between differing amounts of 
“bread and butter” in the same time 
period. The utility attached to an oppor- 
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tunity which. offers two amounts. of say 
£50 in one period cannot be generally 
ascertained by adding together the indi- 
vidual utility attached to the two 
amounts. Neither will it generally be 
equal to. the utility attached to one sum 
of £100 expected in the same period. 


Rather, to allow a comparison with this + 


‘latter utility (U(£100)), that of the com- 
bined sum (U((£50) + (£50))) needs to be 
ascertained. These two utilities will be 
equal only if the utility function under 
consideration is linear in monetary val- 
ues; that.is each unit of money has the 
same impact on the individual’s welfare. 

. The independence of the utilities at- 
tached to the results achieved with a given 
partial accounting standard from the 
utilities of the results of other partial 
- standards likely to be in use at the same 
time cannot be automatically assumed. 
If this assumption were not regarded as . 
legitimate, the overall utility of those 
results occurring together should be 
computed, and. partial accounting san 
dards would be inappropriate. 

This possibility of nonsindependent 
utilities attaching to results implies that 
it is not only differing preferences and 
beliefs between’ the users of accounting 
reports that lead to difficulties in setting 
optimal partial accounting standards 
[Cushing, 1977, pp. 311-313]. The as- 
sumption of homogeneous individuals 
would not remove the problems for the 
approach if there were non-linearity of 
utility in result values. The above find- 
ings ate also relevant to the suggestion 
that the choice between accounting stan- 
dards for:a given problem can be made 
using a variant of benefit/cost analysis, 
holding constant the principles used in 
all other areas of controversy [Cushing, 
1977, pp. 315-320]. Such an approach 
will work only where it can be assumed: 
that there are no significant interrelation- 
ships between the utilities attached to the 
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results of pae the various accounting 
standards. . ; 


SEPARABLE Dii FUNCTIONS 


It is, therefore, of. importance in ex- 
ploring the viability of the partial stan- 
dards approach to investigate the condi- 
tions under which an element or elements 
(the results) of an individual’s utility 
function can be treated as independent 
from other components of that function. 
Economists have intensively explored 
these conditions when studying that class 
of utility function which they call separ- 
able.-Such utility functions are more 
general than those called additively sep- 
arable which satisfy Marschak’s result. 

-The general assumptions used in the 
analysis of separable utility functions are 
those of the rational choice model al- 
ready outlined.! A separable utility func- 


tion is one where the utility attached to 


one opportunity or group of opportu- 
nities available to the individual can be 
considered in isolation from the utilities 
assigned to the amounts available of some 
or all other opportunities, that is, the 
utility function takes the form U(x) 
= F(u(x;), v(x;),..., w(x,)), where x,e X, 
the set of opportunities and the sets x,, x, 
do not overlap, that is x;Ax;=@ for 
all ij. 

The strictest form of separability is 
that of additive separability which allows 
the simple addition of utilities. This addi- 
tive separability is the type of separability 
required to satisfy Marschak’s result and 
therefore for a completely successful ap- 
plication of the partial, standards ap- 


. 41 No attempt at a rigorous treatment will be made in 
this article. A good summary of the field is given in 
Morishima [1973, pp. 87-147} and Fishburn [1970]. 
Elementary presentations are Green (1971, pp. 152-155], 
and Heal [1973, pp. 12-14 and 251-252]. The classic 
references are Sono [1961], Leontief [1947a and 1947b], 
Strotz [1957], and Gorman [1968a and 1968b]. Mor- 
ishima [1973, pp: 217-220] deals with separability under 
uncertainty. 
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proach. Here, the utility attached to each 
opportunity or group of opportunities is 
independent of the utilities assigned to 
the amounts of other available opportu- 
nities. Such an assumption of indepen- 
dence forms one of the foundations of 
simple discounting procedures: the dis- 

- counted net cash flows expected in each 
year of a project are simply added to- 
gether to form a grand total. The present 
value of each year’s cash flows makes an 
independent contribution to the deci- 
sion maker’s welfare. Assuming that the 
decision maker seeks to maximize dis- 
counted monetary values, his or her 
utility function can be written as 


U(x) = F(u(x,) + u(x) + ..., u(x,)) (6) 


where the x,s represent the discounted 
monetary values of the cash flows of dif- 
ferent years. Simple addition of the 
utilities of discounted monetary values 
requires that the impact of a decision 
which increases the cash flow expected in 
one year at the expense of that of another 
year can be evaluated independently of 
the cash flows expected in all other years 
of the project under consideration. 

The condition which is required for a 
utility function to be additively separable 
can be stated more precisely using the 
partial derivatives of the utility function, 


U(x). It requires that 

ô (u|eu) o 

ôx, ôx; | Ox; 
for all i and j, where i and j are in different 
subsets of the overall set of opportunities 
(P). This equation says that the marginal 
rate of substitution between any two op- 
portunities in two distinct groups of op- 
portunities must be independent of any 
opportunity in a third group. 

The problems of standards setting 


would be eased substantially if utilities of 
the outcomes of at least some partial 
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accounting standards were additively 
separable in the utility function of the 
individual under consideration. In the 
context of partial accounting standards, 
they allow such a standard to be promul- 
gated for a given individual in isolation 
from other extant and proposed stan- 
dards, providing that it addresses en 
opportunity the utility of which is addi- 
tively separable from all other oppor- 
tunities in the individual’s utility func- 
tion. For example, a standard concerned 
with the prevention of fraud can be set 
without considering a standard con- 
cerned with say, inflation accounting, if, 
and only if, the utility attached to the 
results or outcomes generated by the 
fraud prevention standard is additive‘y 
separable from the utilities of the out- 
comes arising from the existence of the 
inflation accounting standard. Such addi- 
tive separability also means that a pos- 
sible standard concerned with the avoid- 
ance of fraud can be evaluated ty 
comparing its promise relative only to 
the results expected from alternative 
information systems addressed to pre- 
vention of fraud. 

Where resources are scarce, additive 
separability also allows the decision on 
where to concentrate effort between, say, 
two standards which address outcomes 
in two distinct groups to be made ty 
considering only the expected rewards 
from the two standards under considera- 
tion. If the outcomes addressed by ac- 
counting standards were found to be. 
additively separable, the acceptability of 
the practice of delegating the research 
and preliminary work on compiling dif- 
ferent standards to different groups is 
strengthened at least for the individual 
under consideration. Those charged with 
developing a standard which affects the 
outcomes in a separable utility group 
may do so without considering the work - 
of others concerned with proposed stan- 
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dards which affect. outcomes in other 
- utility groups. The existence of additively 
separable utility functions also means 
that standard-setting organizations can 
issue standards in sequence without con- 
sidering the impact of other standards, 
providing that each standard in the 
sequence affects a different utility group. 
The conditions for additively separable 
utility functions are fairly stringent, but 
many of the useful characteristics of such 
functions can be retained if it is assumed 
that utility functions take the weakly 
separable form: 


F(u(x,, (%,), w(x), 


= where the x;’s refer to different subsets 
of opportunities and F is a strictly 
increasing function of each subset. In the 


U(x) = 


context of accounting standards, such 


separability means that choices between 
standards affecting only the outcomes in 
one subset. of opportunities can be made 
without considering the amounts pro- 
vided of other opportunities. Where 
these conditions are met, a standard con- 
cerning opportunities within a given 
subset of outcomes can be chosen for the 
individual in mind by considering only 
its interaction with other standards af- 
fecting outcomes in that same subset. 
Consider standard-setters who have 
in mind an individual whose utility 
obtained from a security portfolio is a 
weakly separable function of return and 
risk. In this case, standard-setters can 
proceed to. issue standards affecting 
return without considering the outcomes 
from those standards addressed to im- 
proving the quantification of risk. How- 
ever, the conditions for utility functions 
of this type to exist are fairly restrictive. 
- Itis, therefore, important that accounting 
standard setters should, prior to adopting 
the partial approach, consider whether 
the effects of the standard they are con- 
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sidering are likely to interact with those of 
other standards and to consider simul- 
taneously the combined effects of stan- 
dards where any interdependence is 
thought to be large. The neglect of such 
interdependencies is likely to cause con- 
tinuing arguments about the validity and 
usefulness of standards if the partial 
approach to standard setting is adopted. 


. . PARTIAL ACCOUNTING STANDARDS IN 


A MULTI-PERSON SETTING |. 

This paper is primarily concerned with 
setting standards for the individual, for 
it is here that many of the problems with 
the partial approach appear and have to 
be solved. However, promise of a solu- 
tion to some additional problems of stan- 
dard setting also may be offered where 
conditions for the separability -of the 
individual’s utility function obtain in a 
multi-person setting. Although in such a 
setting, utility functions may differ be- 
tween individuals, it is possible that some 
of the same items addressed by account- 
ing standards may be separable from 
other items in the utility functions of all, 
or of a group of, individuals. Such.com- 
mon characteristics of utility functions 
might be assumed for some of the out- 
comes which are affected by standards 
relating. to conventional stewardship 
problems, especially those concerned 
with preventing fairly straightforward 
frauds.. The standard-setting organiza- 
tion could adopt the partial standards 
approach in a multi-person setting for 
such items, if this view were supported 
empirically, 

The separability of utility Fiotions i in 
the same components.or opportunities 
for all individuals does not necessarily 
ensure agreement on the value of a stan- 
dard which addresses such a separable 
item. However, it might be expected that 
agreement is more likely where standards 
affect items which are clearly separable 
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from other groups for all individuals, for 
the scope for disagreement is limited in 
such cases. Such a class of opportunities 
may not be easily identified, but: its 
identification would ease substantially 
the burden on those who seek to prescribe 
standards. More generally, the conditions 
required for the: partial approach to 
standard-setting to yield ‘solutions for 
accounting problems when these are 


considered in a multi-person setting are” 


restrictive but.do seem to merit further 
‘investigation. - 


OTHER IMPLICATIONS OF SEPARABILITY. 


` FOR ACCOUNTING 


Finally, this section conjectures on the 
promise that the existerice of separable 
utility functions may offer for some other 
accounting problems which arise at. the 
level of the individual. 

The separability of utility functions in 
either the. weak or additive form may 
reduce the practical impact of problems 
of non-comparability of information sys- 
tems in terms of their fineness [Demski, 
1973]. One information system is said to 
be as fine as another if every signal from 
the former is contained in 4 signal from 
the latter. Separability may reduce the 
number of elements of the utility function 
which need to be comparable with respect 


_to fineness for the individual in mind, if a _ 


selection is to be made between alterna- 
tive information systems. Separable util- 
ity functions mean that changes in out- 


comes which are in the same utility group 


can be appraised without considering 
outcomes in other utility groups. The 
choice of an optimal information system 
which can be associated with a given set 
of outcomes within the same utility group 
then requires only that the set of infor- 
mation systems. being considered is com- 
parable in terms of fineness. The existence 
of a separable utility function may reduce 
the number of information systems which 
need to be so comparable, for only those 
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impinging on the result under considera- 
tion need to be considered if the individ- 


ual’s utility function is separable. 


Although an empirical question, it 
might be expected a priori that informa- 
tion systems are more easily. rendered 
comparable over a restricted range cf 
preferences. Separable utility functions 
allow such restricted ranges to be con- ` 
sidered in isolation from their comple- 
ments. The comparability condition is 
satisfied if the signal from each of the 


_ information systems under consideration 


can be transformed by appropriate meth- 
ods into those of the other systems, that 
is, if every system can be “garbled” into © 
each of the others [Marschak, 1971, pp. 
200-201]. The act of garbling ‘an infor- 
mation system can be thought of as per- 
forming mathematical operations which 


make the signals from one system a func- 


tion of those from another system for 
signals common to both systems but 
initially expressed in a different form in 


each. The relevant signal from one system - ` 


can be transformed or garbled into that . 
generated by the other without loss of 
meaning if the two- systems identify the 
same set of states. Thus, the signals from 
conventional traffic lights can be garbled 
by reversing their meaning providing, of 
course, that the change is properly 
publicized. It is only a convention that 
red means stop. Such a garbling may be 
more easily accomplished over the re- 


` stricted range of preferences relating to a 


component of a separable utility func- 
tion. . 

Separable utility functions may also 
facilitate the partial comparison of infor- — 
mation systems. The conditions required 
for such partial comparisons are known 
{McGuire, 1972, pp. 123-129]. They 
require that the information systems in 
mind convey identical information about 
payoff-relevant states. What they have 
to say about non-relevant states is of no 
import. To.a driver concerned only with 
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his journey, that radio stations which 
give the same traffic news play different 
types of music is irrelevant. Comparisons 
which fullfil these conditions may be 
thought more likely to arise ifa disaggre- 
gated utility function can legitimately be 
utilized than where the entire utility 
function has to be considered. 

Moreover, information systems rele- 
vant to the components of separable 
utility functions may be more likely to 
“overlap” than information systems ad- 
dressed to non-separable utility func- 
tions. One information system is said to 
overlap another if the elements of each 
system can be reordered and partitioned 
into sets in such a way that one of the new 
subsets of the first information system 
can be “garbled” or transformed into 
one of the new subsets of the second 
system [McGuire, 1972, pp. 109-123]. 
The importance of establishing such 
overlaps is that they may allow compara- 
bility of information systems to be ob- 
tained, for they permit the construction 
of two new sub-systems, one of. which is 
at least as informative as both the origi- 
nals. Such overlaps are likely to be more 
easily identified where separable utility 
functions exist. Thus, if a separable 
utility function were found to exist for a 
given individual, many of the problems 
of standard setting for the individual 
would be reduced in importance. The 
possibility of progress would be greater 
if it were found that such a utility function 
could be taken as representative of a class 
of individuals. 


CONCLUSIONS 
It is not suggested that the assumptions 
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utilized in this article are the minimum 
necessary for the successful use of partial 
accounting standards. However, some 
set of assumptions of this type concerning 
individual utility must be made by anyone 
who seeks to proceed using a partial ap- 
proach. As existing standard-setting or- 
ganizations do seem to proceed in this 
way, it is hoped that the above analysis 
will persuade them to investigate whether 
the accounting standards they have 
issued, or are considering promulgating, 
affect outcomes the utilities of which 
interact with the results of other stan- 
dards. If any such interdependence is 
thought to be large, the effects of the 
partial standards involved should be 
considered simultaneously. If they con- 
tinue to be issued without consideration 
of their interdependence, the debate 
about standards is likely to be unending 
and their value limited. This article at- 
tempts to isolate the conditions under 
which such partial standards can usefully 
be issued in the belief that the individual 
in mind would regard them as in his or her 
best interests. 

The analysis delineates some of the 
difficulties that face those who wish to 
publish “authoritative statements on best 
accounting practice” [I[CAEW, 1969]. It 
also suggests that Cushing’s approach of 
seeking the best out of a set of mutually 
exclusive standards for a given account- 
ing problem, while holding all other 
standards constant, will be successful 
only where independence of the utility, 
attached to the outcomes addressed by 
that standard, from all the outcomes 
affected by other standards can be 
assumed. 
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Notes 


A Note on the Optimal Tax Lives for 
Assets Qualifying for the Investment 
Tax Credit 


ze ONE s. Cmte a Daniel E. McCarty, and Karen Fortin 


ABSTRACT: Two competing factors affect the selection of the optimal life for an asset 
for federal income tax purposes. Both the literature and common sense suggest selection 
of the shortest life to recover the cash flow from the depreciation tax shield as quickly as 
possible. The investment tax credit mechanism, however, suggests selecting the longest 
life. This note resolves the conflict between the opposing factors. The methodology 
presented ensures the selection of the optimal tax life which will provide the maximum 
benefit to the firm. It is shown that a firm should normally select an asset life which 


gives the greatest investment tax credit. 
ORD [1973] previously examined 

F the trade-off between the depreci- 

l ation tax shield and the investment 
tax credit (ITC) shield. He considered a 
new asset with an initial cost of $100,000 
and zero salvage value under a corporate 
tax rate of 48 percent and an ITC of 
seven percent.. The combined ITC and 
depreciation tax shield were compared 
for asset lives of five and seven years at 
‘discount rates of eight percent and nine 
percent. A second comparison was then 
made between lives of three and five 
years using discount rates of seven per- 
cent and eight percent. He concluded that 
no rigid rules could be established, since 
the selection of a tax life depended on the 
firm’s cost of capital. When five- and 
seven-year lives were compared, a cost of 
capital of less than eight percent indi- 
cated that the seven-year life should be 
selected since the present value of the 
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combined tax shield was higher, With a 
cost of capital of nine percent or more, 
the shorter life produced the higher pres- ” 
ent value. Similar conclusions were 
drawn for the comparison of the three- 
and five-year lives. With a cost of capital — 
of less than seven percent, the longer life 
should be selected, while the three-year 
life would be selected with a cost of capi- 
tal greater than eight percent. 

Ford’s study failed to evaluate com- 
pletely the alternative asset depreciation 
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range (ADR) life combinations and alter- 
native salvage values. Alternative ADR 
life comparisons, in addition to five and 
seven years and three and five years, 
should be considered. Although salvage 
value does not influence the annual 
depreciation charge under the ADR 
system until the later years of the asset’s 
life, it does influence the present value of 
the depreciation tax shield. Since esti- 
mates of salvage value can vary greatly, 
these varying estimates should be incor- 
porated into the decision process. 


THe ITC AND ADR SYSTEM 


The investment tax credit originally 
enacted in 1962 as a seven percent tax 
credit has been used as an economic 
stimulus intermittently since then. In 
1975, the ITC was raised to ten percent. 
While there are rules governing the eligi- 
bility of property and the total ITC 
available in any one year, the primary 
concern of this note is the rule governing 
an asset’s life. If an otherwise eligible 
asset’s life is less than three years, it will 
not qualify for any ITC. If the asset’s life 
is at least three years but less than five, 
only one-third of the ITC will be avail- 
able. If the asset’s life is at least five years 
but less than seven, it will qualify for two- 
thirds of the available ITC. If the asset’s 
life is seven or more years, the full ten 
percent ITC is available [IRC, Sec. 46(c); 
Treas. Reg. 1.46-3]. 

The ADR system was introduced in 
the Revenue Act of 1971, with final regu- 
lations issued in 1973. The key to de- 
preciating an asset under this system is 
the asset guideline class, i.e., a categoriza- 
tion of assets by the activity for which 
they are primarily used. Associated with 
each asset guideline class is the asset 
depreciation range determined by an 
asset guideline period and a range which 
is approximately 20 percent above and 
below the guideline period [Treas. Reg. 
1.167(a)-11(b) (4)]. 
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The depreciation methods available 
under ADR are limited to straight line 
(SL), double-declining balance (DDB), 
and sum-of-the-years’-digits (SYD) 
[Treas. Reg. 1.167(a)-11(b)(5)], but the 
handling of salvage value in annual de- 
preciation computations for SLand SYD 
is greatly liberalized. When SL and SYD 
depreciation are used, the annual depreci- 
ation charges are made without regard to 
salvage value [Treas. Reg. 1.167(a)- 
11(c)(1)()(a)-(c)]. Thus, depreciation 
charges are greater in the earlier years for 
SL and SYD depreciation under the 
ADR system than under the general 
guidelines,! and the present value of the 
depreciation tax shield would be greater _ 
under the ADR system than under the 
general guidelines. 

Another advantage of the ADR system 
is its provisions for switching deprecia- 
tion methods. This system explicitly 
allows the firm to change from either 
DDB or SYD to SL or from DDB to 
SYD without the approval of the Internal 
Revenue Service [Treas. Reg. 1.167(a)- 
11(c)(1)Gii)]. To maximize the present 
value of the depreciation tax shield, it is 
preferable to depreciate the asset as 
quickly as possible. Since the DDB 
depreciation method results in the largest 
annual depreciation charge in the first- 
year of an asset’s life, a firm should adopt 
this method in the first year, then make a 
timely switch to the SYD method for all 
other years [Osteryoung, 1979, p. 29]. 

When considering salvage value, the 
ten percent salvage value rule permits a 
firm to reduce the amount of salvage 
value considered on depreciable personal 
property with a useful life of three or 
more years by an amount which does not 
exceed ten percent of the basis of such 


1 In neither case can an asset be depreciated below its 
salvage value adjusted for the ten percent salvage value 
rule. It will, however, be fully depreciated earlier under 


` ADR than the general guidelines when either SL or 


SYD depreciation methods are applied, 
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property [IRC, Sec. 167(f); Treas. Reg. 
1.167(f)-1]. Consequently, at any given 
discount rate the present value of the 
depreciation tax shield of a personal 
proprety asset with a life of three or more 
years is greater than it would be without 
this “free” ten percent. 


SCOPE AND LIMITATIONS 


We have made several assumptions in 
our analysis. First, bonus depreciation 
is ignored [Treas. Reg. 1.179].. Second, 
we take a full year’s depreciation in the 
year of asset acquisition [Treas. Reg. 
1.167(a)-11(e)(2)(ii)]. Third, we assume 
that earnings for the firm are sufficient 
in the asset’s acquisition year to allow the 
firm to take advantage of the full impact 
of the ITC in that year [IRC, Sec. 
46(a)(3); Treas. Reg. 1.46-1]. Fourth, we 
assume that the firm has, on an aggregate 
basis, determined that the ADR system 
is more advantageous than the general 
guidelines. These assumptions will allow 
us to restrict the number of alternative 
asset lives which must be considered 
[Treas. Reg. 1.167(a)-11(b)(5)]. 


CONCEPTUAL MODEL AND 
RESEARCH METHODOLOGY 

The primary objective of this paper is 
to establish decision rules for selecting 
the optimal tax life from available alter- 
natives incorporating the effects of the 
ITC and the optimal ADR system 
depreciation scheme under varying esti- 
mates of salvage value. One approach to 
doing so would be to determine which 
combination of investment tax credit and 
depreciation tax shield provides the 
greatest present value benefit from the 
choices available. Unfortunately, this 
approach would require us to specify an 
appropriate discount rate. Since different 
rates would be appropriate for different 
firms, the results achieved for a particular 
discount rate could not be generalized to 
all firms. 
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In contrast, the methodology used here 
will determine an internal rate of return 
which makes the decision maker indif- 
ferent. to the choice between two tax 
lives. Given this indifference internal rate 
of return (IRR), the decision maker can 
then compare the firm’s discount rate to 
this computed indifference rate to deter- 
mine if the firm should select the shorter 
or longer asset life for the capital budget- 
ing decision. 

Formally, we search for the discount 
rate which solves the following equality: 





$ T-Ds | (ITC,,)(.10)() 

= (1 + ry (1 +r)! 

2 <= TD, , UTC A(O) (1) 
roi (1 + rf (1 +7) 

where: 


ns =the shorter allowable asset life 
in years. 
n,=the longer allowable asset life 
in years, 
T =the corporate tax rate. 
Ds,=the depreciation charge for 
shorter asset life in year t. 
D,,=the depreciation charge for 
longer asset life in year t. 
r=the indifference IRR. 
J =the initial cost of the asset. 
ITC,,=0 for n,=0, 1, 2. 
= 1/3 for ny =3, 4. 
= 2/3 for n,=5, 6. 
=1 for n,>7. 
ITC,,,=0 for ns=0, 1, 2. 
= 1/3 for ng=3, 4. 
= 2/3 for ng=5, 6. 
=1 for ng>7. 


Since we assume the firm opted to use the 
ADR guidelines, the only alternative 
asset lives that we consider are 3-2, 5-3, 
5-4, 6-4, 7-5, and 7-6. 

The comparison of pairs of asset lives 
of 4-3, 6-5, and 7 or more are trivial. 
Since the ITC for each of the pairs is the 
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same, the present value of the deprecia- 
tion tax shield is the only relevant factor 
in the selection of the optimal tax life; 
clearly the shorter life is preferred. Con- 
sequently, our first decision rule is to 
select the shorter asset life when compar- 
ing assets with equal ITCs. 

Note that in developing this first de- 
cision rule it was unnecessary to consider 
salvage values explicitly. They were im- 
plicitly considered as part of the depreci- 
able base and did not enter into the 
development of the decision rule. How- 
ever, we are interested in analyzing the 


effects of different salvage values on the’ 


development of decision rules for the 
remaining six combinations of asset lives: 
3-2, 5-3, 5-4, 6-4, 7-5, and 7-6. For each 
pairwise combination, salvage values 
will be allowed to vary from ten percent 
to 100 percent in five-percent increments, 
for 19 different sets of conditions. Due to 
the ten-percent salvage value rule which 
is available for assets with lives of three or 
more years, it is unnecessary to consider 
salvage values of less than ten percent. 
The remainder of this paper concentrates 
on the computation of indifference [RRs 
according to Equation (1) for asset life 
comparisons of 3-2, 5-3, 5-4, 7-5, and 7- 6 
years with alternative salvage values.? 
Numerical values assumed for this 
analysis are corporate tax rates (T) of 46 
percent-and 48 percent. The 46 percent 
rate reflects the 1978 change in the tax 
law, while the 48 percent rate is the “old” 


maximum rate. A comparison of the. 


indifference IRRs using both rates is 
indicative of the trend which the decision 
maker could use to extrapolate for the 
influence of a higher combined state and 
federal corporate tax rate. By using an 
asset cost of $1.00, the results are 
generalized and the resulting decision 
rules would be applicable to any asset. 
With the exception of the two-year life 
which requires the use of straight-line 
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depreciation, all computations are based 
on DDB depreciation with a timely 
switch in the second year to SYD depreci- 
ation. In addition, the ten-percent salvage 

value cannot be applied to an asset with 
a two-year life. 

The computed values of r for each 
pairwise comparison and estimated sal- 
vage value are reported in Table 1. If one 
accepts the after-tax cost of debt as the 
appropriate discount rate (generally less 
than ten percent), then the firm would 
always select the longer life of pairwise 
comparisons of 5-3, 5-4, and 7-5 years, 
since this after-tax discount rate could 
generally be presumed to be below the 
indifference IRRs shown.? 

Some additional observations. are in 
order. First, Ford [1973] ascertained an 
indifference IRR of between eight per- 
cent and nine percent for a 7-5 compari- 
son and between seven percent and eight 
percent for the 5-3 comparison. These 
indifference .IRRs were computed ‘for 
zero salvage values and a seven-percent 
ITC. Our computed indifference IRRs 
with the same salvage estimate are much’ 
higher since the ITC has been increased 
to ten percent. 

The recent decrease in the maximum 
corporate tax rate from 48 percent to 46 
percent produces an additional increase 
in indifference IRRs. As corporate tax 
rates decline, the present value of the 
depreciation tax shield also decreases 
causing comorabons to favor thp longer- 
lived asset. 


2 An analysis of both the 5-4 and 6-4 comparison is 
not required since a 5-4 combination “dominates” a 6-4 
combination. A decision maker might prefer a 5- or 6- -` 
year life over a 4-year life for the higher ITC, However, 
he would never desire a 6- over a 5-year life since there 
is no additional ITC, but the longer life would reduce 
the present value of the depreciation tax shield. We ere 
indebted to James R. Longstreet for pointing this cut 
and for suggesting the term, “dominates,” 

3 For a discussion of this point, see Bower 11973] aad 
Honig and oe [1975]. 
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TABLE 1 
INDIFFERENCE IRRS: LONGER OVER THE SHORTER LIFE 











Comparison 


46% Tax Rate 


5-3 7-5 


7-6 





12.06% 15.91% 
13,99 $ 18.26 
15.46 27.89 
18.49 24.80 
22.35 29.99 
25.79 36.18 
30.23 43.85 
39.43 31.53 
57.00 67.53 
93.83 101.35 
265.08 158.94 
100.00 +° 173.96 
173.96 
100.00 +> 
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48% Tax Rate 
3-7 5-3 SA 7-5 7-6 
100+% 11.39% - 37.55% 14.75% 100+% 
id 13.20 44.30 16.99 aes) 
* 14.59 49.58 20.33 ‘ 
4 17.44 63.61 22.95 . 
* 21.12 73.90 27.68 * 
E 24.27 73.90 33.28 vi 
. 28.43 119.77 40.19 p 
A 36.91 204.59 54.46 K 
” 53.44 226.53 61.20 a 
. 86.05 226.53 90.58 S 
2 226.53 226.53 140.98 = 
hi 100.00 +° 100.00+° 154.17 x 
* 7 x 154.17 s 
5 100.00 +° 3 


a a eee 


ye ae ee 


* Since an asset with a two-year life does not qualify for the ten percent free salvage, salvage values of 0, 5, and 10 percent were used. 

è The *100+4%" denotes that the depreciation tax shield and/or the incremental ITC associated with the longer life so dominates these values 
for the shorter life that the indifference IRRs become extremely high. Since the model used requires finding the roots (indifference IRRs) for 
polynomial equations with sign reversals, the roots can be positive, negative, multiple, imaginary, or non-existent. Only the smallest positive roots 
are reported. The best discussion we have found on this topic is in Burnside and Panton [1904], pp. 1-31. 


The “100+” in Table 1 is used to 
denote extremely high, positive indiffer- 
ence IRRs. These high IRRs are caused 
by the depreciation tax shield and the 
larger ITC of the longer life swamping 
the depreciation tax shield and/or the 
ITC of the shorter life. Thus, the longer 
life should always be chosen over the 
shorter life when there is a greater ITC 
associated with the longer life. If the ITC 
is equal for two lives, the shorter life 
should be chosen. 

A summary of the above results and 
interpretations are contained in Table 2. 
The optimal tax lives occur at three, five, 
and seven years, where the breaks in the 
ITC occur. 

Thus, a major conclusion—that the 
ITC of ten percent has a larger impact on 
a project’s net present value than the 
depreciation tax shield. The second gen- 
eral decision rule, then, is to select the 
longer life of three, five, or seven years 
for any asset which is to be depreciated 


TABLE 2 
RANGES, COMBINATIONS TESTED, AND OPTIMAL LIVES 








: Optimal Life 
Combinations (Years) 
3-2, 4-3 3 
5-3, 5-4, 6-4, 6-5 5 
7-5, 7-6 7 


under the ADR system, since the after- 
tax discount rates will generally be below 
those specified in Table 1. This permits 
the greater investment tax credit benefit 
to be realized, which more than compen- 
sates for the decreased depreciation tax 
shield. 

It should be noted that this general 
decision rule would be applicable to 
companies whose tax rate is less than the 
maximum 46 percent. A lower corporate 
tax rate would decrease the depreciation 
tax shield, causing the indifference IRR 
to be higher than with the 46 percent tax 
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rate. This conclusion becomes evident 
when the indifference IRRs in Table 1 
are compared for the 46 percent and 48 
percent tax rate. 

Furthermore, it is unlikely that an 
explicit consideration of bonus depreci- 
ation in the analysis would change this 
decision rule. Bonus depreciation is avail- 
able only on assets with lives of six or 
more years. Consequently, its effects 
would be felt only on combination lives 
of 6-4, 6-5, 7-5, and 7-6 years. Because of 
the limitations on the amount of bonus 
depreciation which can be claimed in a 
year, it is only relevant for firms with few 
asset additions; these firms, however, 
are least likely to use the ADR system. 

Likewise, it is unnecessary to include 
the 150-percent and the 125-percent DDB 
and SL depreciation methods in the 
analysis. The most favorable depreciation 
schedule available has been chosen and 
used to develop the general decision rule; 
in spite of this, the ITC effect results in 
the selection of the longer life. Using any 
of the less favorable depreciation sched- 
ules, consequently, would only magnify 
this conclusion—not change it. 
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CONCLUSIONS 


This paper initially posed a contradic- 
tion in decision rules for choosing an 


‘asset’s tax life. The general rule, consid- 


ering depreciation solely, is to depreciate 
an asset for tax purposes as rapidly as 
possible. Yet, the decision rule for the 
ITC is to opt for the longest life to obtain 
the maximum ITC. This paper combines 
an analysis of the ADR system and the 
ITC to formulate decision rules for 
selecting the optimal tax life for assets at 
both the 46 percent and 48 percent cor- 
porate tax rates. We demonstrate that the 
ITC is more important in determining an 
asset’s tax life than the depreciation tax 
shield, and that the optimal tax life from 
pairwise combinations of 3-2, 5-3, 5-4, 
7-5, and 7-6 is always the longer life. 
However, for combinations of 4-3, 6-5, 
and 7 or more years, the shorter life 
should be chosen since, within these com- 
binations, the ITCs are equal and the 
maximization of the present value of the 
depreciation tax shield is the sole con- 
sideration. 
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Memorial 


FRANK SEWELL BRAY 
1906-1979 


Frank Sewell Bray was born in London on October 12, 1906, joined the firm 
of Tansley Witt & Co., chartered accountants, of which he later became senior 
partner, in the early 1920s, and qualified as an incorporated accountant in 1932 
and as a chartered accountant in 1937. Author of numerous books and articles, 
he became a part-time Senior Nuffield Research Fellow in Cambridge University 
in 1947, co-editor of Accounting Research in 1948, Stamp-Martin Professor in 
1952, and Knight Commander of the Order of St. Gregory (a papal distinction) 
in 1960. He retired in 1977 and died on January 29, 1979. 

Such are the bare bones of a career. Unlike most memorialists, I did not have 
the pleasure and privilege of knowing my subject personally. I write, therefore, 
as a contemporary accounting historian and as the editor since 1975 of the 
successor journal to Accounting Research (which, through no fault of Bray’s, 
ceased publication in 1958). 

That such an excellent and necessary journal as Accounting Research should 
have lasted no more than a decade requires a word of explanation, but one must 

first go back to the beginning, for Bray’s career as accounting practitioner and 
accounting academic can only be understood in the context of the time and | 
place in which he grew up, both of which may appear strange to many readers of 
THE ACCOUNTING REVIEW. 


LIFE AND TIMES 


In the year that Bray was born, the Institute of Chartered Accountants in 
England and Wales was 26 years old and the Society of Incorporated Accoun- 
tants and Auditors was celebrating its twenty-first birthday. To become a mem- 
ber of the former, it was necessary to serve articles for five years with a practicing 
firm at a zero or very small salary and to pay a premium. The financial demands 
of becoming an incorporated accountant were less and this was the route 
perforce taken. by the young Bray, born into a relatively humble family in . 
southeast London. He would have preferred to become an academic but there 
the possibilities were even less. 

By 1932 Bray was an incorporated accountant and had succeeded so well that 
Tansley Witt granted him chartered articles at no cost. Gaining honors in both 
the intermediate and final examinations, he qualified as a chartered accountant 
in 1937: He was already active within the Incorporated Accountants Research 
Committee, established in 1935 as the first Research Committee in the British 
accountancy profession. Bray believed, not without justification, that the 
incorporated accountants were the intellectual leaders of the profession. 

During the 1940s he published his first books (I shall look a little later in more 
detail at his writings) and worked his way up within his firm, becoming senior 
partner in 1948. 

. The late 1940s and the 1950s were a period of intense activity for him. In 1946, 
he became a member of a sub-committee of the Joint Exploratory Committee 
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set up by the Institute of Chartered Accountants in England and Wales and the 
National Institute of Economic and Social Research. The Committee eventually 
produced a rather disappointing and now almost forgotten report entitled Some 
Accounting Terms and Concepts [1951]. More importantly Bray. was brought 
into close contact with the economist J. R. N. Stone (now Professor Sir Richard 
Stone) who had just become the first director of the newly established Depart- 
ment of Applied Economics at Cambridge University and was at that time and 
for many years thereafter devoting a good deal of effort to developing the 
principles of national economic accounting. 
Stone has written: 


Frank Sewell Bray was a man passionately interested in accounting ideas which he ap- 
proached in a scientific spirit. He firmly believed that accounting practice could only be 
improved within a framework of correct theory based on exact principles. This may conjure 
up for those who did not know him a formidable image of cold precision. The truth was quite 
the reverse. He was laughing and open, understanding and generous and took life’s disap- 
pointments and reverses with philosophical good humour. But behind this easy-going ex- 
terior the drive and energy were there to realize many of his hopes for accounting research 
{1979]. 


In October 1946 Bray was, while remaining in practice in London, appointed 
to one of the first two Senior Nuffield Research Fellows in Stone’s Department. 
He remained a Fellow until 1955 when Stone was appointed P. D. Leake 
Professor of Finance and Accounting and ceased to be director. 

In 1946, THE ACCOUNTING Revæw was 20 years old and the world’s only 
academic accounting journal. There was clearly room for another one. Bray 
was one of those in 1948 responsible for the establishment of Accounting Re- 
search and he became its co-editor with Leo Little of the University College of 
the South West of England (now more briefly known as the University of Exeter 
and by a happy coincidence the present editorial home of Accounting and 
Business Research). Bray described the new journal, which was sponsored by 
the Society’s Research Committee, in an article he wrote for THE ACCOUNTING 
REVIEW in 1949: 


And this seems the place to comment upon the need which for some time past has been felt 
in some circles for a periodical given up to articles on advanced prospects of accounting and 
those subjects which are intimately associated with it. It is therefore hoped to fill the gap by 
the publication in Great Britain of a new periodical of standing to be called Accounting 
Research. This journal will be sponsored by the Research Committee of the Society of In- 
corporated Accountants, and its editorial policy will be directed to keeping close contacts 
with all branches of the profession and with the universities in all countries. It will be pub- 
lished by the Cambridge University Press twice yearly and the first issue should be ready 
towards the end of October, 1948. 

It will be the policy of Accounting Research to publish articles which make a real contribu- 
tion to the theoretical and practical development of the accounting art, so that the intention 

/ is to provide a scholarly medium for making known advanced work undertaken by ac- 
countants whether they are engaged in professional practice, as executive officers in industry, 
or as teachers in universities. Moreover, it is also intended that special regard shall be had to 
the publication of postgraduate research studies. Thus, those subjects which because of the 
length at which they need to be treated, or because of the advanced standard of the work they 
demand cannot be included in the weekly and monthly professional Jompa will find their 
natural place in Accounting Research. 
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If accounting is to reveal itself as having an honourable part in the play of learning and 
knowledge, then it must allow and expect changing points of view. So too it must encourage 
the publication of clear and well meditated accounts of new ideas, in order that everyone 
concerned with the advancement of the profession may understand what those ideas are 
about, as a precursor to tests of their merits. Just now the accountancy profession is meeting 
several new points of view—a healthy sign which bodes well for the development of its art— 
and in Great Britain, at least, the need has been felt for a medium in which there can be 
adequate publication of new ideas and methods at a deeper level than is ordinarily possible 
in the usual periodicals circulating within the profession. It is contemplated that Accounting 
Research will meet this need. 

And lastly we should wish to make a particular point of the declared intention of the editors 
of Accounting Research to draw from outside, as well as from inside, the United Kingdom 
for its contributors, and it is hoped that not only accountants, but economists and statisticians 
will evince an interest in this new publication. Thus we may hope that it will serve a purpose 
in the same scheme of things as that expected from the introduction of the universities into 
the field of professional education and research [1949c, pp. 275-276]. 


In 1949, Bray was invited by the Commonwealth Institute of Accountants on 
a lecture tour of seven Australian Universities where, well ahead of develop- 
ments in Britain, an academic accounting profession was beginning to blossom. 
A similar tour in Britain at that time would have been unthinkable. As Solomons 
has recently reminded us [1974, p. 39], from 1932 to 1947 there were no full 
professors of accounting in England and Wales, full time or part time. In 1947 
William T. Baxter was appointed to a chair at the London School of Economics 
(just around the corner from both Incorporated Accountants’ Hall and Tansley 
Witt’s office) and in 1955 Solomons himself was appointed to a chair at Bristol 
University [1974, p. 37]. , 

In 1952, Bray succeeded Bertram Nelson as chairman of the Incorporated 
Accountants’ Research Committee and was appointed Stamp-Martin Professor 
at Incorporated Accountants’ Hall. (The chair was named after Lord Stamp, a 
distinguished applied economist, and Sir James Martin, a former president of 
the Society.) Solomons has described this as “a well-intentioned, probably ill- 
advised and certainly short-lived attempt to promote academic research in 
accounting outside an educational institution” [1974, p. 29]. 

It was short-lived because of the integration of the Society in 1957 with the 
Chartered Institutes. In the long run this was clearly for the good of the British 
profession, removing as it did elements of unnecessary divisiveness and snob- 
bishness. In the short run it was harmful. The “new climate” in the English 
Institute [Zeff, 1972, pp. 27-32] was still almost a decade away. The Council. of 
the Institute had scant regard for professors and academic journals. The Report 
of the Committee on Education and Training [ICAEW, 1961], an astonishing 
document to reread in 1980, preferred correspondence courses to university 
tuition. For Bray, the merger meant the discontinuance of both his chair and 
his editorship. The work of the Research Committee also came to an end. His 
disappointment must have been bitter. 

Reasons given for the decision to discontinue Accounting Research are varied, 
ranging from the fact that it had been incurring a loss to the belief by many 
members of the Institute’s Council that its articles, most of which were written 
by academics, were abstruse and of no practical value [Zeff, 1972, p. 27]. 

It was, in fact, an excellent journal with a roll call of contributors that any 
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editor would envy. It was typical of Accounting Research and of Bray that they 
were drawn from throughout the English-speaking world and included econo- 
mists as well as accountants. The contributors to Volume 1, for example, 
included Bray himself, F. R. M. de Paula of the U.K., G. O. May of the U.S.A., 
and A. A. Fitzgerald of Australia, and economists such as J. R. N. Stone, G. L. S. 
Shackle and A. R. Prest. Later volumes included articles from the academic 
accountants W. T. Baxter, R. J: Chambers (his first article published outside 
Australia), S. Davidson, H. C. Edey, L. Goldberg, R. L. Mathews, R. Mattessich 
and D. Solomons and from the economists G. C. Harcourt (his first article), 
A. T. Peacock, W. B. Reddaway, R. C. Tress and B. S. Yamey. 

Even accounting practitioners were well represented (editors of academic 
accounting journals know how difficult such articles are to get) by E. L. Kohler, 
W. W. Werntz and Sir Richard Yeabsley. 

Louis Goldberg of the University of Melbourne expressed a widely held 
opinion when he wrote to The Accountant in December 1958, expressing grief 
at the obituary notice of Accounting Research: 


Among my personal acquaintances, many accountants—practising as well as academic— 
looked on Accounting Research as one of the very few learned journals in the world in its 
field. It had established for itself a unique place in accounting as a journal which was open to 
any kind of article, from whatever source, which gave evidence of original thought or re- 
search. It was not subject to the views or outlook of any professional body and its pages 
embodied the spirit of the open mind [1958]. 


Bray wrote little on accounting matters in the 1960s, his last important work 
in the field being a chapter on ‘‘Accounting Postulates and Principles” [1966]. 

He devoted himself increasingly to the business of his firm but remained active 
in other spheres. He acted, for example, as chairman for the Centre for Interfirm 
Comparison which had been established in 1959 by the British Institute of 
Management in association with the British Productivity Council. 

A sincerely religious man, he had been for many years financial adviser to a ` 
number of Roman Catholic Dioceses and Religious Orders. He was a member 
of the independent committee of inquiry set up by the National Council of Social 
Service, under the chairmanship of Lord Goodman, to examine the effect of 
charity law and practice on voluntary organizations. The committee made a 
number of important recommendations on, inter alia, charity taxation, accounts 
and audit [NCSS, 1976] an area which is beginning to generate a surprising 
amount of interest in Britain. 

In his retirement, Bray hoped to write a study of Fénelon, for whose work, 
especially the Discourse on Prayer and the Treatise on the Existence of God, he 
felt a deep regard. He did not live to fulfill this task. After a short illness he died 
on January 29, 1979, in his 73rd year. He is survived by his wife and son. 


WRITINGS 


It is time now to look in more detail at Bray’s writings. He wrote eight books 
between 1944 and 1957: Design of Accounts (with H. B. Sheasby) [1944]; 
Precision and Design in Accountancy [1947], a collection of his early writings; 
Farm Accounts (with C. V. Dawe) [1948]; Social Accounts and the Business 
Enterprise Sector of the National Economy [1949a]; The Measurement of Profit 
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[1949b]; ‘The deomni: ‘Mission [1951], based on lectures given during his 
Australian tour; Four Essays in Accounting Theory [1953]; and. The Interpre- 
tation of Accounts [1957], based on lectures he gave as Stamp- Martin Professor. 
The: Accounting Mission is currently available in the “Accounting Classics 
Series” series edited by Robert Sterling. The others are out of print. 

Bray had a writing style all his own, which occasionally baffles the reader, 
He was, for example, capable of writing such an extraordinary sentence as: 


Throughout this discussion we have sought to emphasise the importance. of identifying 
the generic distinction between capital and current with those actual transactions, measurable 
in terms of units of money, which are promoted by the economic traversal of an enterprise 
along the paths of temporal periods intentionally limited for the purpose of recurrent survey, 

- and in so doing we have commended a substitution of the adecuan y use of the word capital 
by the term resting [1949b, p. 14}. 


=: Four themes recur throughout his writings: 


(1) an emphasis on an academic and philosophical approach, on theory and 
_ onthe importance of research; 
(2) an emphasis on design, form, and standardization; 
: (3) an emphasis on the links of accounting with economics, especially i in the 
field of national income accounting; and 
(4) problems of profit measurement and accounting for inflation, 


Philosophy, Theory and Research 


Bray began his writing career with letters to the Incorporated Acecimtants? 
Journal (renamed Accountancy in. 1938). As early as May 1932, he was writing 
- to the editor that “I, in common with many other students, have spent the last . 
nine years of my life in receiving instruction in technical accountancy, added to 
which my office duties and responsibilities have been in a similar direction; as I 

grow older [he was then 25], I desire to develop a philosophic outlook” [1947, 
p. 108]. In the January 1934 issue, he was arguing, in another letter, that “Many - 
distinguished accountants have contributed to our professional knowledge, but 
so far there does not appear to have been any attempt at organised research, a 
development of fundamental importance in the field of scientific inquiry” [1947, 
p. 112}. 
. Bray’s mature ideas on research are set out in the lecture he gave at the Uni- 
versity of Sydney on October 20, 1949. He argued that the least practical thought 
of today is often the most practical in execution tomorrow and that a hankering 
after short-term results depresses rather than gives birth to ideas. He stressed 
the need for fundamental and long-term research as especially necessary for a 
subject which “has moulded itself upon the solution of expedient issues.” “I 
look for the day,” he concluded, “when .. . accounting research schools are 
securely established in all our Universities. ‘And to my professional brethren I 
- would say: see to it, and press for it, that such research schools, if they should 
ever chance to come into being here, are made secure upon ‘the foundation of 
Chairs of Accounting” [1951,.pp. 59, 66]. 
In one of his Stamp-Martin lectures, he argued that “in the history of the 
professions it has often transpired that.new ideas even when they seem to lie at. 
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some distance from main interests, eventually become matters of vital concern 
with great utilitarian significance” [1957, pp. 86-87]. 

Bray was one of a small number of British academics expressing such ideas in 
the 1950s. Few practitioners were listening, alas! Bray’s friend W. Bertram 
Nelson was one of the exceptions, pointing out with some penetration that “An 
estrangement between the practice and theory of any profession is always a 
waste of time” [ICAEW, 1961, p. 84]. 


Design, Form and Standardization 


Bray believed strongly in order, precision, design, uniformity, and standardi- 
zation. The elements of uniformity were information, classification, choice and 
use of terms, and conventions of measurement [1947, pp. 87-88]. 

Design of Accounts [Bray and Sheasby, 1944], described by de Paula [1948, 
p. 119] in a review as “an invaluable contribution to our professional knowledge . 
and technique,” is almost entirely devoted to specimen forms of accounts, drawn 
up on the principles of clarity, arrangement in groups under headings, unam- 
biguity, ease of comparison, and compliance with statutory requirements. Farm 
Accounts [Bray and Dawe, 1948] also lays great stress on specimen forms. By far 
the greater part of Social Accounts and the Business Enterprise Sector of the 
National Economy [Bray, 1949a] is taken up with accounts and statements. 

Standardization of, or uniformity in, the main forms of account he regarded 
as essential. It was necessary to think out “a few really fundamental forms” 
which would be capable of adoption to all problems as they arose, whether of 
management or stewardship [Bray, 1953, p. 72]. These forms he found, as we 
shall see later, in the economic relationships set out by Keynes and transposed 
into accounting terms by Stone and others. 

Bray’s regard for form is unusual for a British accountant but not for a conti- 
nental European. He was obviously influenced by H. W. Singer’s analysis of 
Standardised Accountancy in Germany in a book of that name published for the 
National Institute of Economic and Social Research by the Cambridge Univer- 
sity Press [1943]. Curiously enough, however, Bray apparently never discussed 
the example of the French national accounting plan, the first and second editions 
of which were published in 1947 and 1957 [CNC, 1965]. 

Bray clearly believed that a set of formal accounts could be derived which 
would apply to every entity: 


[T]he Keynesian identities . . . give birth to a series of fundamental accounts which are 

just as relevant for firms or companies as for the nation as a whole. . . . they are not only 

‘ fundamental but universal as well, and . . . they contribute the key to all accounting designs 
[Bray, 1953, p. 25]. i . 


He believed in a “pure theory of accounting which seeks to apply universal 
concepts of structure, form and measurement to any and every economic activity 
which requires to be viewed by means of accounts. In short, an invariant pattern 
exemplifying such a view of economic activity as points to an effective use of 
resources” [Bray, 1954, p. 138]. These he set out as follows [Bray, 1957, p. 34]: 


I. Current 
(a) Operating activity Real 
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(b) Income Real 
+ Financial items 
+ Transfers 
+ Disposable income 
(c) Outlay Disposable income 
= Consumption 
+ Saving 


II. Source and Use of Funds (Capital Changes) 


(a) Saving and internal operating provisions 

(b) Real asset formation 

(c) Valuation changes 

(d) Financial incomings and outgoings, and changes in monetary claims. 
(The ultimate resolution of the accounting identity: Saving = Investment) 


HI. Capital 
Real wealth and net monetary claims. 


The accounts illustrating these are, for a company, the profit and loss account; 
“sources, earmarkings and utilization of funds” i.e., a funds statement (Bray 
often called this a “resting account”); and a balance sheet. 

Although he recognized that consumption was not relevant in company 
accounting, Bray never really considered whether forms which derive from 
Keynesian economic identities (form I represents the ex post relationship 
between income, consumption, and investment, II the equality of ex post 
savings and investment for a period and III the equality of ex post savings and 
investment at a point in time) are relevant for any other purpose than preparing 
the accounts of the nation as a whole. Why should the accountant not draw up 
a profit and loss account simply to serve the needs of shareholders? 

But for Bray national accounting was dominant: 


A mature system of national accounting must ultimately call for some aggregation of private 
accounting results, and there must be no impediments occasioned by lack of uniformity in 
private accounting practices. Thus, as national accounting develops, private accounting 
will need to devise some conforming uniformity not only in relation to the design of private 
accounts, but also to the principles of income measurement and asset valuation [1946, p. 483]. 


In some ways, on the other hand, Bray never shook off the effects of his long 
practical training in double entry bookkeeping. His essay on “Accounting 
Principles” begins with the acute and well-expressed observation in paragraph 1 
that: 


The rules of an acquired skill, when brought to the settled tendency of habit and committed 
to textbooks, are very apt to be mistaken for fundamental doctrines when they are still little 
more than the discrete boundaries of an empirically constructed technique [1953, p. 2]. 


But in paragraph 13 we are told that the familiar idea of double-entry is quite 
fundamental to all accounting theory [1953, p. 4]. 


Economics and National Economic Accounting 
Bray saw many reasons why accountants should study economics: 
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(a) in order to determine the accountant’s position in the scheme of things (as 
he put it in the letter of May 1932 already quoted and in a letter to The 
Accountant of October 9, 1933). This was his “‘cultural” reason [1947, 
pp. 108, 111]; 

(b) because in his view financial accounting statements were “statistical 
documents in the field of applied economics” [1949a, p. 27] and “chroni- 
cles of economic dealings” [1951, p. 3]; and 

(c) because a study of the use of accounting forms for national economic 
purposes should force accountants to re-examine and call into question 
the adequacy of conventions which were subconsciously set to the service 
of traditional ends [1949b, p. 55]. 


He also saw a good reason why economists should take an interest in account- 
ing: 

the accounting approach to the presentation of information on economic transactions is the 

best means so far employed in explanation of national income statistics and . . . it is by far 


the best method of affirming those economic identities which lie at the heart of the new 
economics [1951, p. 21]. 


.  Bray’s concern for national economic accounting and economic thinking led 
him to propose, well ahead of his time, not only that economists should make 
more use of the accountant’s traditional financial statements but that accoun- 
tants should adopt new forms themselves, viz. what are now known in the UK 
as source and application of funds statements and statements of added value. 

Bray called for a redesigned profit and loss account “to give a reasonably 
clear idea of the output value added by a company as achieved through its 
input allocations of labour and capital” and also stated that ‘Information on 
the source and use of industrial finance would be greatly facilitated if companies 
could be induced to publish a summary account of their capital incomings and 
outgoings, much as the best companies do in America” [1953, pp. 41, 43]. 

Bray collaborated on a number of occasions in his writings with economists; 
for example, in his book Farm Accounts [Bray and Dawe 1948], which he wrote 
with C. V. Dawe of the University of Bristol, and in an article with Richard 
Stone [1948]. 


Profit Measurement and Accounting for Inflation 


Bray began, for all his interest in economics, as a supporter of the traditional 
accounting conventions of profit measurement. In a letter to The Economist of 
May 17, 1944, in reply to letters from the economist Singer, he concluded that 
if Singer could suggest a better basis for drawing accounts than that which relied 
on the accounting principle of historical cost, he for one would be very glad to 
know it [1947, p. 113]. In July, 1945, in correspondence with Singer he expressed 
himself strongly: 


... Iam not inclined to favour the view that replacement values, or values resulting from the 
application of index numbers should be substituted for recorded costs in the keeping or main 
statement of accounts. i 

I feel that historical costs are in point of fact the only real objective dependable data avail- 
able for the construction of accounting records [1947, p. 121]. 


He did envisage, however, a second section of the profit and loss account in 
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which adjustments could be made [1947, p. 122]. 

Not very convincingly, he argued that the historical cost principle was fairly 
implicit i in company legislation and that therefore accountants were obliged to 
retain the principle in the legal accounting documents they are called upon to 
formulate [1947, p. 124]. Early in 1945, he expressed the view that the prime 
basis for the preparation of accounting documents could not be anything other 
than monetary cost and that economists would have to take out of accounts 
prepared on this basis that evidence which they required and readjust it in line 
with their conception of economic theory [1947, p. 37]. He expressed the differ- 
ing approaches well when he wrote that economists regard a fixed asset as a 
production good while accountants tend to regard it as a delayed consumption 
good [1947, p. 59]. In 1946, he thought it might be possible to give economists 
something of what they wanted by a supplementary valuation of a fixed asset 
by adjusting the original cost by a general price index. 

It was Bray’s appointment as a part-time Senior Nuffield Research Fellow i in 
the Department of Applied Economics at Cambridge which appears to have 
changed his views. The changeover can be seen in his Cambridge monograph 
Social Accounts and the Business Enterprise Sector of the National Economy 
[1949a] where the main text favors the conventional accounting valuations of 
cost or lower market value for inventories while the appendix recommends that ` 
both opening and closing inventories should be shown in the operating account 
at “last cost” prices. 

His book on The Measurement of Profit [1949] is daraca As A. R. 
Prest pointed outin a review [1950], Bray does not add much to our fundamental 
knowledge of the nature of income and capital, being content to summarize the 
views of Pigou and Hicks, without attempting to push their analyses further. 
Bray did, however, clearly recognize, while so many of his fellow accountants 
failed and continued to fail so long to recognize, that the existing accounting 
conventions conceived in an era of relative monetary stability had lost their force 
[1949, p. 55]. Bray made no substantive contribution to inflation accounting, 
but he was well aware of the problems and of the urgency of tackling them. 


IN CONCLUSION 


Bray moved in the three worlds of economics, accounting practice, and aca- 
demic accounting. What were his contributions to each of them? Stone has 
written that Bray confirmed economists in their belief that: 

there was nothing wrong in what they were doing from an accounting point of view. On de- 

tails, accountants might be able to point to situations that the economists had not really 


thought about and suggest solutions, but the accounts they would incorporate into a social 
accounting system would not differ materially from those proposed by economists [1979]. 


Bray was clearly a success as a practitioner (under his leadership, Tansley 
Witt became one of the top 20 firms in the U.K., but his immediate impact on 
practice was small. It is only recently that the British accounting profession has 
tackled inflation accounting, funds statements, and value added statements. To 
what extent Bray helped to create a climate in which such practices would even- 
tually be accepted is hard to gauge. 

Finally, Bray was not in the mainstream of British academic accounting 
either personally or in the ideas he espoused. The London School of Economics, 
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not Cambridge, has been the breeding ground of British academic accounting. 
Cambridge University has confined its teaching and research to macroaccount- 
ing and has virtually ignored microaccounting. 

Nor have British accounting academics accepted the primacy of national 
accounts. For most of Bray’s life they stressed the needs of shareholders. Today, 
they are emphasizing the differing needs of the various user groups. 

Bray’s influence, then, was indirect rather than direct. He helped to make 
academic accounting possible rather than creating it himself. His most important 
contribution, I suggest, and I acknowledge my own bias, was his editorship of 
Acvounting Research. 

R. H. Parker 
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_ The Independent Auditor’s Civil 
Liability—An Overview 


Joseph J. Schultz, Jr., and Kurt Pany 


ABSTRACT: Court actions in the last decade and a half have resulted in an increasingly 
complex legal environment for the independent auditor. The ordinary amount of class 
time available to auditing instructors is too short to cover book-length treatments of this 
environment. This paper presents and describes a matrix which has proved useful in 
concisely describing many of the subtleties of the environment. f 


EVERAL recent analyses (e.g., Jaenicke 
[1977] and Causey [1976a, b]) of 
the independent auditor’s legal lia- 

_ bility present excellent treatments of a 

complex, and yet germane topic for the 

auditing student. However, the results of 

a recent survey of syllabi used in the basic 

auditing course [Guy et al., 1977] seem 

to indicate that these treatments are too 
extensive for the brief amount of time 
typically devoted to the independent 
auditor’s legal liability. To thrust stu- 

dents into complex treatments in such a 

short time may well frustrate, rather than 

clarify, the educational objectives rele- 
vant to the legal liability issues. As an 
alternative to relying completely on text- 


book presentations of the liability ma- 
terial or on these rather lengthy refer- 
ences, we have designed a matrix (see 
Figure 1) to reduce the difficulty often 
encountered with the more complex 


. issues in this area. Our experience using 


this matrix with several different text- 
books leads us to believe that it aids the 
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FIGURE 1 
THE INDEPENDENT AUDITOR’S CIVIL LIABILITY—AN OVERVIEW 



















Law l 


Claimant Common Section 19b 
Section 11, 1934 Act 
Third Parties 1933 Act 
Stock 
Elements Primary Stock Purchasers 
of Proof Client Beneficiary Foreseen Ordinary Purchasers and Sellers 






Resultant Damages P P P . P P P 
Material Misstatement or 
Omission P P P P P P 
Justifiable Reliance P P P P D P 
n (Difficult)? (Weak): 


Minimum Degree of Auditor f 
Deficiency or Behavior P(N) P(N) P (N or GN) 
P= Burden of proof rests with plaintiff. 

D= Burden of proof rests with defendant. 
N=Ordinary negligence. 

GN=Gross negligence. 

DD=Dnue diligence. For purposes of this paper, this term includes the auditor’s ability to show good faith in the 

conduct of the audit and no knowledge of the material misstatement. 

Note a. The reader should note that this column applies to purchasers and sellers. The SEC may be able to obtain 
an injunction or levy other penalties by showing negligence. Refer to the discussion in the text for further 
clarification. 

Note b. The defendant (the auditor) may successfully thwart the plaintiff’s case by showing that factors other than 
the audited financial statements caused the loss. Proving such is difficult, as an offer to sell securities pursuant 
to the 1933 Act is accompanied by documents containing the audited financial statements. ` 

Notec. Although in theory, the plaintiff must prove justifiable reliance on the audited financial statements, in 
practice—especially in class action suits involving widely traded securities—this element has come to be 


P(GN) D (DD) 





an easy or weak item to prove. 


student in quickly assimilating the basic 
knowledge of the independent auditor’s 
legal liability environment and facilitates 
concentration on other aspects of that 
environment (e.g., recent cases). 

The purpose of the matrix is to give an 
overview of the independent auditor’s 
civil liability in various circumstances 
found under common law and under the 
most relevant sections of the Securities 
Act of 1933 and the Securities Exchange 
Act of 1934.1 The matrix develops the 
four elements of proof which are central 
to the determination of the independent 
auditor’s liability. These elements, which 
appear on the left side of the matrix are: 
(1) resultant damages; (2) material mis- 
statement or omission; (3) justifiable 
reliance; and (4) the auditor’s conduct. 


RESULT. DAMAGES 

Resultant damages vary depending on 
the specific situation, but generally repre- 
sent the out-of-pocket costs due to a 
decline in the value of a security held by 
a third party or a loss due to the defalca- 
tion of a client organization. In certain 
cases involving defalcations, auditors 
have been able to limit damages to the 
amount misappropriated subsequent to 
the audit. Another alternative, limiting 
damages to the amount of the audit fee, 
has not been effective in general since 
clients usually sue for damages in tort 
actions as well as in breach of contract 
actions. Third parties (those not in 

1 The matrix does not include criminal liability te- 


cause its incidence is very low, and, in our view, its 
overview is treated adequately in popular auditing tex:s. 
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privity of contract with the auditor).sue 
for damages in tort actions. As indicated 
in Figure 1, in all circumstances it is the 
responsibility of the plaintiff to show 
damage. Since damages are normally 
readily apparent, this element of proof is 
generally not difficult for the plaintiff to 
establish. . 


MATERIAL MISSTATEMENT OR OMISSION 

Proving that the statements contain a 
material misstatement or omission is also 
uniformly a burden of the plaintiff. Third 
parties must identify the portion(s) of the 
financial statements which misled them. 
Where a very significant amount of the 
recorded assets were found to be mis- 
appropriated, non-existent, or worthless, 
following the audit, this element of proof 
has generally been easy to establish. In 
less extreme cases, the burden of proof 
has been more challenging for the client 
or the third-party plaintiff. 


JUSTIFIABLE RELIANCE 


Two issues exist with respect to the 
third element, justifiable reliance: 


1. Consideration of whether the plain- 
tiff used the statements in arriving 
at his/her decision to extend credit, 
purchase securities, etc. 

2. Consideration of whether such use 
led to the eventual damages. 


In common law cases, the plaintiff gen- 
erally has been required to prove both 
that he or she used the statements and 
that the statements led to the damages. 
Under the 1933 Securities Act, the plain- 
tiff does not normally have to prove 
reliance upon the statements or that the 
loss was because of the financial state- 
ments.” However, a defense for the 
auditor under the 1933 Securities Act 
exists where it can be proved that factors 
other than the financial statements caused 
the loss. The 1934 Securities Exchange 
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Act requires that plaintiffs prove reliance. 
If the plaintiff action is on behalf of a 
class, as is frequently the case under the 
1934 Securities Exchange Act, the ele- 
ment loses much of its rigor, as some 
courts have reasoned that informed in- 
vestors (e.g., financial analysts) justifiably 
relied on such statements if they are ma- 
terial in setting the market price of the 
security. Therefore, all parties to the 
action effectively relied on the statements. 
Whatever the exact requirements to 
establish this element, the courts have 
generally been less than stringent in their 
demand for incontrovertible proof. 


AUDITOR’s CONDUCT 


The auditor’s conduct of the audit is 
the element of proof which has received 
the most attention in recent years. Many 
unsettled issues peculiar to this element 
remain and will probably be resolved in 
the future on a case-by-case basis.-The 
level of conduct owed to a given plaintiff 
or class of plaintiffs is heavily dependent 
upon two issues: (1) the auditor’s knowl- ` 
edge of the plaintiff or class and (2) the 
auditor’s knowledge of the anticipated 
reason for reliance on the audited state- 
ments. The continuum in Figure 2 aids in 
understanding the types of auditor con- 
duct. The grey areas appear on the con- 
tinuum because of the variability in 
defining these terms that exists among 
different jurisdictions and cases. 

Due professional care (also called “due 
care” or “reasonable care”) is, in general, 
sufficient to establish no liability to third 
parties. Due professional care is estab- 
lished when the auditor performs the 
contracted services with the level of skill 
expected of a reasonably prudent person 
who possesses an accountant’s training 


2 Reliance is necessary only in the case in which the 
plaintiff purchases the security after the issuance of an 
earnings statement covering at least 12 months subse- 
quent to the effective date of the registration statement. 
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FIGURE 2 
THE INDEPENDENT AUDITOR’S CONDUCT OF THE AUDIT 


Duly E Negligent a Grossly E Fraudulent 
Diligent, Negligent 


Due Professional 
(Reasonable) 
Care 


Note: The grey areas between the terms represent the inherent problem of providing specific unambiguous defini- 
tions of verbal terms. Different judges, in different districts, faced with different circumstances, are likely to be somewhat 
inconsistent in applying rather abstract verbal standards. It appears as if the most critical problem in such application 
lies between “negligent” and “grossly negligent” behavior. 


and knowledge. While the auditor would 
normally be considered to have exercised 
due care if generally accepted auditing 
standards were followed, one should note 
that the reasonable person test does not 
automatically preclude recovery from 
the auditor in such cases. 

Negligent behavior is generally con- 
sidered as occurring when the auditor 
does not exercise due professional care. 
The least grievous type of misconduct 
(negligence or ordinary negligence) arises 
without any auditor intent or knowledge. 
That is, it is merely a “thoughtless slip or 
blunder.” If the auditor has both the 
intent to damage the plaintiff(s) and the 
knowledge of the falsity of the represen- 
tation, then he or she has acted fraudu- 
lently. Proving the auditor’s intent and 
knowledge is termed proving scienter on 
on the auditor’s part. Marinelli [197], p. 
123] points out that scienter has in certain 
cases been established “‘not only by proof 
of actual knowledge of the falsity of the 
representation, but also by proving lack 
of knowledge of its truth or reckless 
disregard for the truth.” Additionally, 
Fiflis [1975, p. 102] notes that in common 
law cases scienter assumes various mean- 
ings because the evidence to meet the 
definition of scienter being used varies 
from case to case. 

A very important point is that there is 
no essential difference in civil liability 
between grossly negligent and fraudulent 


conduct. A distinction between these two 
is often drawn by authors of auditing 
texts. Normally, they equate the knowl- 
edge of the falsity of representations with 
fraudulent conduct. Often, they hold out 
lack of knowledge of truth or reckless 
disregard for the truth as constituting 
grossly negligent conduct. Although the 
mere lack of knowledge of truth may 
seem to constitute an onerous burden, 
the auditor as an independent expert is 
charged with gathering “sufficient com- 
petent evidential matter” regarding the 
client’s financial statements before ren- 
dering an unqualified opinion. 

Two crucial areas of distinction for the 
auditor are: (1) the difference between 
negligence and gross negligence and (2) 
the different levels of conduct owed to 
various categories of plaintiffs. Differen- 
tiation between negligence and gross 
negligence is extremely important for two 
reasons. First, the plaintiff’s success may 
well rest on his/her ability to establish 
grossly negligent or fraudulent auditor 
conduct—as opposed to mere negligent 
conduct. Second, since gross negligence 
is equivalent to fraud in such cases and 
since fraud per se is often difficult to 
prove, the plaintiff normally will seek to 
establish gross negligence. 

The level of conduct owed to a third 
party depends heavily on the auditor’s 
knowledge of the third party user and on 
the auditor’s knowledge of the exact 
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nature of the intended use. The columnar 
headings in the matrix (see Figure 1) 
identify the various levels of auditor 
knowledge which have drawn consider- 
able interest by the courts to date. These 
distinctions are especially relevant to 
common law. In the column headed 
“Client,” the auditor owes a duty of due 
professional care; the client must prove 
the auditor guilty of negligence (as well 
as the other essential elements) to pre- 
vail. 

The concept of a third party primary 
beneficiary was introduced in the Ultra- 
mares case? in 1931. It represented the 
first extension of the auditor’s duty to 
third parties as a result of the auditor’s 
knowledge of the third party’s specific 
identity and intentions regarding the use 
of the statements. A third party primary 
beneficiary is a third party for whose 
express benefit the audit is undertaken. 
That is, the “end and aim” of the audit is 
to satisfy only this party. The concept of 
a third party primary beneficiary is firmly 
established throughout the judicial sys- 
tem. 

Closely aligned to the concept of the 
primary beneficiary is the concept of the 
foreseen person. Gormley gives two 
examples of a foreseen person. 


A foreseen person includes one who is 
known to the auditor to be entitled to receive 
an audit opinion in fulfillment of a condition 
of closing a business merger or acquisition 
agreement... [or]... one or more institu- 
tional lenders whose loan agreement, to the 
knowledge of the auditor, requires an audit 
opinion as a condition of making the loan, 
and periodic audit opinions and auditor’s 
“compliance letters” for the duration of the 
loan [1974, p. 1209]. 


The criteria for a foreseen person seem 
to be the auditor’s knowledge of both the 
specific party and the specific purpose 
of that party’s reliance. Although Gorm- 
ley acknowledges that the differentiations 
between these two classes of third parties, 
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as well as other classes, vary by “infinite 
gradation of detail,” the differentiation 
may be important because the foreseen 
person concept is not as widely estab- 
lished judicially as the primary bene- 
ficiary concept. Nevertheless, at least 
one court has interpreted the auditor to 
be liable to a foreseen person for negli- 
gence.* 

Plaintiffs holding themselves to be 
members of a foreseen class have pre- 
vailed as a result of auditor negligence in 
several recent cases [Causey, 1976a, pp. 
183-85]. The general criteria for a third 
party to qualify as a member ofa foreseen 
class are both the auditor’s knowledge of 
the plaintiff class (but not the plaintiff’s 
specific identity as is necessary to a “‘pri- 
mary beneficiary), and the exact nature 
of the plaintiff’s intended reliance. For 
example, if the auditor were told that the 


` client intended to use the audited finan- 


cial statements for securing credit from a 
commercial bank, but was not informed 
of the identity of the specific bank, then 
any commercial bank extending credit to 
the client on the basis of the statements 
would be a member of the foreseen class. 
However, if the client obtained credit 
from a vendor on the basis of the state- 
ments, the vendor would not be a member 
of a foreseen class, as such an intended 
use of the statements was not explicitly 
known to the auditor. Although the 
theory of the auditor’s liability to a mem- 
ber of a foreseen class seems to be the 
prevailing judicial view, some reserva- 
tion is necessary in view of the position 
adopted by the Florida court noted 

3 Ultramares Corp. v. Touche, Niven & Co., 255 N.Y. 
179, 174 N.E. 441 (1931). 

* Causey [1976a, pp. 181-83] cites the lowa court’s 
decision in Ryan v. Kanne, 1970 N.W. 2d 395 (lowa 
1969) as expressing the dominant view of holding audi- 
tors liable for ordinary negligence. Nevertheless, he 
notes that a Florida court in Jnvestment Corp. of Florida 
v. Buchman, 208 So. 2d 291 (Fla 2d Dist. Ct. An. 1968) 


rejected the view. Hence, this action may be expected to 
vary somewhat from state to state and case to case. 
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earlier (see footnote 4) and because of the 


lack of test cases in many states. Since 


there exists considerable variation be- 
tween jurisdictions regarding the level of 
conduct for both foreseen: persons and 
foreseen classes, we have. included both 
under “Foreseen” in Figure 1. 

- According to Gormley, the next cate- 
gory of third parties includes foreseeable 
persons. and classes. He’ describes this 


category as “potentially very large num- 
bers or persons. not identified to the. 


auditor by specific persons or class in a 


specific transaction, who may foreseeably. 


be expected to receive the audit report 
when distributed by the client, and in 
some way to act or forebear to act in 
reliance upon it” [Gormley, 1974, pp. 
1209-10]: Some examples -of parties 
falling into this category may be public 
investors in securities and persons who 
regularly buy from or sell to the client at 
‘issue. As a practical matter, little effort 
has been expended to differentiate. this 
category from the general public cate- 


gory, because in both instances fraud or — 


‘gross negligence must be.proven in order 


for. the plaintiff to prevail. For this 


reason, we have included foreseeable 
persons and classes as “Ordinary” in 
Figure 1. One should note that equity 
investors in a firm fall into the “ordinary” 

third party classification.. 


Tue SECURITIES ACTS 


. As in common law, aggrieved indi- © 


viduals or groups of individuals can sue 
public companies subject to the Securities 
Acts, In such actions, these parties have 
been granted the privilege of using the 
provisions contained in the Acts. The 
“Securities and Exchange Commission 
(SEC), however, represents a very: special 
third party for public companies and 
their auditors with respect to these Acts. 
Ratner [1978, p. 220] notes that: 
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The SEC has statutory authority to conduct- - 

. investigations to determine whether there has — 
been a violation of federal security law. This 
authority includes power to subpoena. wit- | 
nesses; administer oaths, and compel produc- 
tion of books and records anywhere in the 
United States. i 


If the investigation produces sadaa 
of a violation, the SEC has three basic 
methods `of sanctioning a firm or its. 
members. First, the SEC may decide 
that the violation is not of a grave nature — 
and seek an administrative (as opposed — 
to judicial) remedy. The SEC, under Rule 
2(e), may invoke such penalties as not 
allowing the firm to accept any new pub- 
lic clients for six months or not. allowing 
the firm to practice before the- SEC.° 
Whatever the penalty, the findings are 
usually published (typically .as an Åc- - 
counting Series Release) and the firm 
normally has the right of judicial review 
[Ratner, 1978, pp: 225-226}. 

A second course of action available to 
the SEC is to obtain a judicial. remedy. 


. The SEC may seek a court injunction for. 


actions it feels are violations of the Acts” 
provisions. Such injunctions forbid the — 
firm to continue to engage in such prac- 
tices. Aside from adverse publicity (which 
may be consequential in terms of lost 
current or prospective clients), no ex- 
plicit penalties normally result if the 
firm adheres to the terms of the injunc- . 
tion. Injunctions sought by the SEC 
quite often result in consent-orders which 
are settléments between the SEC and the - 
firm. In these settlements, the firm typi- ` ` 
cally admits to no wrongdoing but agrees 
not to engage further in such practices. It 
is not clear whether the SEC must estab- 
lish negligent or grossly negligent be- 


$ Touche Ross & Co. has challenged the legality of 
SEC proceedings under Rule 2(e) but the Second Cir- 
cuit Court of Appeals has upheld the SEC’s authority 
to conduct these proceedings. See Touche Ross & Co. v. 
SEC, Fed. Sec. L. Rep. oe) 196,854 (2d Cir. 1979). 
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havior on the auditor’s part in order to 
succeed in obtaining such an injunction. 
That is, the required level of misconduct 
may be expected to vary from district to 
district.® 

Finally, the SEC may recommend 
criminal penalties against certain mem- 
bers of the firm. If this third alternative is 
selected, the U.S. Department of Justice 
would prosecute the Acts in Federal 
Court. As noted earlier in this paper, 
these cases are rare and are outside the 
scope of this paper. 

The Securities Act of 1933. The Securi- 
ties Act of 1933 deals almost exclusively 
with the initial distribution of securities 
and poses stringent demands on the 
auditor. Once the plaintiff proves re- 
sultant damages and material misstate- 
ment or omission, the auditor has the 
burden of proving that his or her conduct 
was duly diligent or that the plaintiff’s 
losses were attributable to other causes. 
Because there often has been a material 
misstatement in the financial statements 
when such cases go to court, the latter 
alternative seems to be largely implausi- 
ble. Thus, to avoid liability, the auditor 
must demonstrate duly diligent conduct. 
The due diligence defense must show that 
after reasonable investigation, the audi- 
tor had reasonable grounds to believe 
and did believe that the statements were 
“true.” Reasonableness is defined as that 
conduct required of a prudent person in 
the management of his/her own property 
[Causey, 1976a, p. 208]. It will be im- 
possible for an auditor to establish the 
due diligence defense where his or her 
performance has been negligent. One 
noteworthy aspect of the Act is that it 
contains a statute of limitations which 
may be as short as one year from the 
time at which the misstatement was or 
should have been discovered or in no 
event, longer than three years after the 
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date of offer or sale. of the securities in 
question. Action under this Act is limited 
to original purchasers of the securities. 

The Securities Exchange Act of 1934. 
The Securities Exchange. Act of 1934 
provides recourse to both security pur- 
chasers and sellers (note that all other 
third parties are not considered under 
this Act). Causey [1976b] discusses the 
various circumstances under which com- 
panies may be subject to this Act. Both 
Sections 10b (and Rule 10b-5) and 18 
create possible liability exposure for 
auditors. Loss [1961, pp. 1751-1753) 
notes that Section 18 does not seem to 
put the plaintiff in a significantly better 
position than a common law pleading. 
Thus, relatively few actions have been 
brought under it and it is not sum- 
marized in Figure 1.7 On the other hand, 
Section 10b and Rule 10b-5 have drawn 
considerable attention in court cases 
and are included in the Figure. 

The widely publicized Hochfelder case® 
seemingly resolved much of the variation 
that existed relating to the necessary 
degree of auditor misbehavior necessary 
for the plaintiff to prevail under Section 
10b. In that decision, the United States 
Supreme Court held that scienter had to 
be demonstrated in a private third party 
action rather than negligence in order for 
a plea to succeed under Section 10b and 
Rule 10b-5. The Court expressly refused 
to rule on the questions whether negli- 
gence was sufficient for an injunctive 
action by the SEC (see footnote 6) and 
whether gross negligence constitutes - 
scienter. With the inherent problem of 


é The required behavior also varies somewhat between 
the 1933 and 1934 Acts. See The Wall Street Journal 
[1978] for a discussion of several recent opinions. 

7 Loss’s position on Section 18 is consistent with 
material from Ratner [1978, p. 88] and American 
Jurisprudence, [1973, section 553] and Supplement [1978, 
section 553]. i 

8 Ernst & Ernst v. Hochfelder, 425 U.S. 185 (1976). 
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applying general verbal definitions be- 
tween different judges and different cases, 
and with the trace of ambiguity regarding 
the necessity of scienter, a grey area exists 
on the continuum between negligent con- 
duct and grossly negligent conduct. 
Causey [1976a, p. 221] indicates that this 
burden falls on the plaintiff. 

Section 18 of the 1934 Act imposes 
liability to the auditor for false and mis- 
leading financial statements. The burden 
of proof is on the auditor in the sense that 
it must be shown that he or she acted in 
good faith and had no knowledge that the 
statements were false or misleading. As 
indicated by Causey, the effect of this 
“good faith” burden of proof is to make 
gross negligence the test for liability. 


SUMMARY 
The topic of the independent auditor’s 
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legal liability consists of many complex 


elements. The maxim that “a little knov/l- . 


edge is a dangerous thing” certainly 
applies in this instance. However, as 
auditing teachers we are faced with the 
dilemma of conveying many complex 
topics (e.g., computer monitoring, ethics, 
statistical sampling) in an atmosphere 
subject to severe time constraints. This 
matrix, dealing exclusively with civil 
liability, has proved to be useful in our 
classroom in integrating and summariz- 
ing the various sources of this liability. 
We feel that its graphic nature and con- 
cise format contribute to the efficiency 
and effectiveness with which the student 
assimilates an understanding of this 
topic. It is not intended to stand alone 
but rather to be used-in conjunction with 
other sources. 
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ABSTRACT: “Accounting Courts” have been proposed, on several occasions, in the 
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raised in the Dutch accounting court are among those most frequently debated at the 


present time in the United States. 


many changes in financial report- 

‘ing in the Netherlands during the 
last few years.’ One of these has been the 
introduction of a court, called the Enter- 
prise Chamber, to settle disputes between 
companies and parties interested in their 
financial statements. To understand the 
Chamber and its impact, it is useful to 
review. the important elements of the 


A s in other countries, there have been 


institutional framework of Dutch finan- - 


cial reporting, including the operation of 
the court. 


THE INSTITUTIONAL FRAMEWORK FOR 
FINANCIAL REPORTING IN THE 
NETHERLANDS 


The Act on Annual Accounts 
The Act on Annual Accounts, effective 
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since 1971, contains most of the legal 
framework for financial reporting by 


1 The current status of Dutch company law is de- 
scribed in English by Sanders [1977]. In addition, the 
Dutch, British, and American accounting institutes have 
published works in English about the institutional 
framework for financial reporting in the Netherlands. 


- See Act [1972], Beeny and Chastney. ane and AICPA 


[1975]. 
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business enterprises in the Netherlands. 
In 1976, the Act became part of the Civil 
Code.? All corporation (of which two 
types are distinguished, namely the pub- 
lic company (naamloze vennootschap, 
NV) and the private company (besloten 
vennootschap, BV)) are subject to the 
provisions of the Act, whether or not 
they are obliged to publish their financial 
statements. For all NVs and larger BVs, 
publication of the financial statements is 
mandatory. Publication takes place by 
filing the financial statements with a 
regional trade registrar, where they are 
available for public inspection. In addi- 
tion, these firms must make copies of the 
financial statements available to anyone 
upon request. 

The Act can be divided into three parts: 


—general requirements, 
—disclosure requirements, and 
—rules concerning the Enterprise Chamber. 


The general requirements of the law 
state the objectives of financial reporting 
according to the law and the general 
criteria to which companies should ad- 
here in applying valuation and measure- 
ment rules: 


Section 307 defines the annual accounts, as 
consisting of a balance sheet, profit and loss 
account, and the explanatory notes. 

Section 308 requires the annual accounts to 
provide sufficient information to permit a 
sound judgment to be formed on the finan- 
cial position and results of the enterprise 
and, as far as the financial statements per- 
mit, on its solvency and liquidity. 

Section 309 requires the financial statements 
together with the notes to reflect fairly and 
systematically the amount and composition 
of the enterprise’s net worth and net income 
for the fiscal years. i 

Section 310 requires that the disclosure and 
classification of data in the annual ac- 
counts be aimed at the objectives defined in 
Section 308. 

Section 311 prescribes that bases underlying 
‘the valuation of the assets and liabilities 
and the determination of the financial re- 
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sults comply with the standards that are 
acceptable in the business environment. 


No strict valuation rules are given. On 
the contrary, the law is consciously 
designed to provide a general framework 
for valuation and measurement, in order 
to give flexibility. Much depends upon 
what is meant by “standards that are 
acceptable in the business environment” 
(section 311). 

This approach is in accordance with 
practices of financial reporting which 
prevailed in the Netherlands before the 
passage of the Act on Annual Accounts. 
The Minister and Parliament decided 
that a flexible law would permit an easier 
introduction of new developments. It 
would also enable the business com- 
munity to take an inventory of the ac- 
counting and reporting practices within 
the constraints of the Act. To do this job, 
the Tripartite Accounting Standards 
Committee was formed. 

In most cases, the published annual 
reports of Dutch companies contain, in 
addition to the financial statements, 
other reports such as: 


—a general report of the Board of Managers, 

—a report of the Supervisory Board, 

—an auditor’s report, and 

—a ten-year survey of financial data and 
ratios. 


The Act does not consider these reports, 


. however, to be part of the financial 


statements. Since information disclosed 
according to the law is to be included in 


_ the financial statements, the disclosure of 


such information in one of the above- 
mentioned sections of the annual report, 
outside the financial statements, is not in 
accordance with the law. 

The disclosure requirements of the Act 
refer to: 


? As far as the author knows, there is no complete 
English translation of the Civil Code. However, Act 
{1972] contains the complete text of the Act on Annual 
Accounts in English. 
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—the accounting principles used, including 
disclosure of accounting changes and their 
effects upon net worth and net income, 

—-the remuneration of members of the 
Supervisory Board, 

—the appropriation of net income, and 

—the disclosure of the corresponding figures 
for the previous year. 


Sections 315 through 336 contain 
specific disclosure requirements referring 
to items appearing in the balance sheet 
and the profit and loss statement. The 
information concerning these items (as- 
sets, liabilities, revenues, and expenses) 
can either be shown in the balance sheet 
and profit and loss statement or in the 
explanatory notes. Among the most im- 
portant disclosure requirements is section 
319, which prescribes that a company 
should disclose the information relating 
to its subsidiary’s financial statements. 
However, this obligation can be met by 
providing as part of the notes a set of 
consolidated financial statements which 
are in accordance with the provisions of 
the law, or by providing separate or 
combined financial statements of the 
subsidiaries. Therefore, under Dutch 
company law “the” balance sheet of a 
company is ‘a balance sheet in which 
subsidiaries are carried mainly on the 
equity method, the consolidated balance 
sheet being “only” part of the notes. 
Consolidation is not mandatory, but 
most enterprises include consolidated 
figures in their financial statements, since 
it is the most efficient method for dis- 
closing information on subsidiaries. Fi- 
nally, a very important requirement is the 
disclosure of all changes in reserves. In 
the Netherlands, the “all-inclusive con- 
cept of income” is not followed by many 
companies, so that changes in net worth 
not resulting from reported net income 
can be of considerable magnitude. 

The recently adopted 4th Directive of 
the European Economic Community 
will replace some of these requirements. 
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In addition, it will reduce flexibility by 
introducing uniformity in the format of 
the financial statements. 

Since the passage of the Act on Annual 
Accounts, statutory audits have been 
required for NVs and the larger BVs. If 
financial statements do not comply with 
the requirements of the Act, the auditor’s 
report should, according to section 314, 
mention such a departure. If there is no 
departure, the auditors do not refer to the 
Act and generally state that the financial 
statements present fairly the size and 
composition of the capital and the results 
for the year. 

The rules concerning the Enterprise 
Chamber (also referred to hereinafter as 
“the court”) are contained in sections 
337 through 341 of the Civil Code. This 
Chamber, which is a special section of the 
Court of Justice at Amsterdam, is com- 
prised of three judges and two experts. 
No jury is involved. 

Individuals or institutions who have a 
direct interest in the financial statements 
of a company subject to the Act on 
Annual Accounts can bring a charge of 
failure to comply with the Act against the 
company within two months after the 
date of publication or after the date of 
approval of the financial statements. The 
Public Prosecutor can also bring pro- 
ceedings if he considers it to be in the 
public interest. Auditors cannot be 
charged under this Act. The procedure is 
not aimed at compensation for damages 
due to false or insufficient information, 
but at the improvement of financial re- 
porting. Of course, the disposition of 
such a proceeding may affect the outcome 
of a separate case aimed at compensation 
for damages. 

The plaintiff's charge should indicate 
to what extent the financial statements 
should be corrected. The task of the 
court is to decide on the charge of the 
plaintiff. Both parties retain lawyers to 
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handle their case and give written argu- 
ments to support their positions. The 
court hears both parties as well as the 
auditor in a session which is not open to 
the public. The auditor is not a party in 
the case, but acts as a witness to provide 
the court with information. The court 
states in its verdict whether and, if so, 
how the company should correct its 
financial statements for the year in ques- 
tion and/or whether accounting and 
reporting changes should be made in the 
future. The verdict is a public document 
and contains a great deal of information 
about the case. The Supreme Court, in 
the Hague, is a Court of Appeal for 
verdicts: of the Enterprise Chamber. If 
the prescriptions of the court are not 
followed by the company, its officers can 
be punished. Strictly speaking, the ver- 
dicts of the Chamber are applicable only 
to the financial statements of the de- 
fendant company. However, the court 
can indicate grounds for its decisions 
which may influence reporting practices 
of other companies. 


The Auditing Profession 


The members of the auditing profes- 
sion in the Netherlands are known as 
registeraccountants. Their professional 
status is based on a law of 1967, which 
includes rules concerning the Nederlands 
Instituut van Registeraccountants 

(NIVRA), the Disciplinary Court, the 
Register, and Accountants Examina- 
tions. Based on this law, NIVRA devel- 
oped its Rules of Conduct and Profes- 
sional Practice [1977), which are mainly 
rules on professional ethics and stan- 
dards of reporting. NIVRA has only 
recently started issuing standards of field 
work. However, all students must pass a 
uniform examination before they can be 
enrolled as a registeraccountant. The 
uniform examination is prepared by 
NIVRA in close cooperation with the 
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universities. Audits were not required 
until 1971, nor did NIVRA engage in 
setting accounting standards. There were 
neither lawsuits against auditors’ nor 
against firms concerning financial state- 
ments. The auditors did their job without 
much public attention or criticism. 

If auditors do not follow the Rules of 
Conduct, they can be brought before the 
Disciplinary Board and eventually before 
the Board of Appeal. In very serious 
cases, they can be expelled from the pro- 
fession. This disciplinary function of 
NIVRA has a long history and has 
been much more important in the past 
than lawsuits based on the Civil Code. 


THE TRIPARTITE ACCOUNTING 
STANDARDS COMMITTEE 


This Committee was formed at the 
request of the Government after the 
enactment of the Act on Annual Ac- 
counts, and is comprised of representa- 
tives of Dutch employers organizations, 
the Dutch trade unions, and NIVRA. It 
reviews the accounting principles 
adopted by companies, and decides on 
the acceptability of these practices within 
the framework of the Act on Annual 
Accounts. 

The pronouncements of the Com- 
mittee are intended to have an impact 
upon practice, but it is neither mandatory 
for companies to follow these pronounce- 
ments, nor is it obligatory for auditors to 
qualify their reports if the pronounce- 
ments are not followed. The pronounce- 
ments of the Committee can best be 
described as authoritative opinions of an 
influential private group. As such, the 
pronouncements are also used by the 
Enterprise Chamber, but it need not, and 
sometimes does not, follow them. Thus 
far, the Committee has issued several 
pronouncements after public comment 
was solicited on exposure drafts. The 
number of comments submitted by com- 
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‘panies is increasing steadily. The pro- 
nouncements of the Committee are, so 
far, compromises between the opinions 
of the participating groups. NIVRA usu- 
ally prepares proposals for new pro- 
nouncements and is, therefore, quite 
influential within the Committee. The 
topics covered generally relate to the 
valuation of assets and liabilities, the 


allocation of costs and revenues, and 


disclosure requirements. 
` The pronouncements are not intended 
to achieve uniformity between compan- 
ies, but to allow for the circumstances 
and distinctive characteristics of indi- 
vidual companies. The emphasis is on 
the stewardship function as related to.the 
individual entity. The shareholders are 
not well organized enough to express 
their information needs and are not even 
represented on the Tripartite Standards 
‘Committee. A majority of the larger 
companies follow most of the pronounce- 
‘ments, but in important cases some of 
- them did not. However, some influence 
is exerted by auditors recommending 


that the pronouncements be followed 


[NIVRA, 1979, pp. 13-15]. 
The pronouncements issued to date 
include those regarding: 


. —the allocation. of revenues and costs, in 
which the application of the realization and. 
matching principles are required, and 

—the valuation of fixed assets and inven- 
` tories. Net operating income must be 
shown both on a current replacement cost 
and on an historical cost basis,- one as 

. Supplementary information to the other. 


This latter pronouncement has just been 
` issued. In the past, the Committee recom- 
mended the disclosure of certain replace- 
ment cost data only if they would repre- 
_Sent a material departure from historical 
cost. l 
`- In my opinion, the main role. of the 
Committee’s pronouncements is to help 
companies and auditors follow the vague 
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rules of the Act on Annual Accounts, in 
the absence of other authoritative regula- 
tions. However, auditors cannot require 
companies to follow these .pronounce- 
ments, nor do they need to mention non- 
compliance with the statements of the 
Tripartite Standards Committee. 


Some Court Cases 


Although the Act on Annual Boi 
has been effective since 1971, the first 
verdict in a case was handed down by the 
court in January 1977. In 1977 and 1978, 


. ten cases were adjudicated, and at the end 


of 1978, eight cases were still in process. 

In the first case, Douwe Egberts BV 
[1977], a company whose products in- 
clude tobacco, coffee, and tea, was taken 
to court by some of its shareholders. The 
company has a net worth of approxi- 
mately Df 370,000,000 (1 Dfl=$0.40), 
and is very well known for its special 
brands. It is not quoted on the Amster- 


. dam Stock Exchange. The case con- 


cerned the company’ s 1974. financial 
statements. . 
The first point at issue was whether the 


` funds statement is part of the financial 


statements. The defendant - company 
stated that it is not, since the Act on 
Annual Accounts does not mention the 


‘funds statement. The plaintiff, however, 


maintained that, since the funds state- 


ment was presented in-a section of the 


annual report under the heading of the 
financial statements, it was part of them. 
Therefore, the funds statement should be 
accompanied by some explanatory notes, 
since certain data could not be reconciled 
with information from other parts of the 
financial - statements without. such. an 
explanation. 

The court decided that the plaintiff was 
right and, therefore, ordered the com- 
pany to provide the required additional 
information. This: decision clearly has 
significance for other companies. If.the 
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funds statement is presented as part of the 
financial statements, the funds statement 


should be interpretable. If, however, the | 


funds statement is not presented as part 
of the financial statements, but is placed 
in a different section of the annual report, 
it is not subject to the provisions of the 
Act on Annual Accounts. Note the simi- 
larity to the current U.S. debate about 
supplementary financial information, its 
location, and the auditors’ responsi- 
bilities. 

A second issue related to inventories. 
Generally, the physical inventories are 
included in the balance sheet. However, 
firms engaged in trading raw materials 
often have economic positions in com- 
modities. The shareholders contended 
that the futures contracts for coffee and 
tea should have been mentioned in the 
notes. They complained that it was not 
clear from the financial statements how 
price decreases on current purchase con- 
tracts had been dealt with. In addition, 
the liabilities for these contracts were not 
shown. The defendant denied having 
sales contracts in the futures markets and 
contended that the disclosure of current 
purchase contracts would not be useful 
information. Douwe Egberts also stated 
that no losses on such contracts were to 
be expected; therefore, such disclosure 
would not be necessary. However, the 
court decided that for a company like 
Douwe Egberts the disclosure of only 
inventories on hand (including the valu- 
' ation of this stock) provided insufficient 
information to form a judgment on the 
firm’s net worth, its solvency, and its 
liquidity. Since the prices of raw ma- 
terials are an important part of the total 
costs of its finished products and are an 
important determinant of net income, 
information concerning. the firm’s eco- 
nomic position in commodities is very 
relevant, regardless of its magnitude. The 
Enterprise Chamber required a dis- 
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closure of the current purchase and sales 
contracts, an indication of the valuation 
bases applied to these contracts, and the 
effects on net income, ifany. This require- 
ment probably will affect only those 
companies which can take economic 
positions in futures and which are com- 
parable to Douwe Egberts with respect to 
the significance of their raw materials in 
relation to the total cost of their products. 
The court also concluded that on a num- 
ber of other disputes concerning the 
company’s financial statements the infor- 


mation provided was insufficient. How- 


ever, these defects were not so important 
that Douwe Egberts was required to 
produce new financial statements for 
1974. Instead, the required additional 
information was to be included in the 
financial statements for 1975 and future 
years. Douwe Egberts appealed to the 
Supreme Court. That court, however, 
only changed the verdict on one minor 
point [Douwe Egberts BV., 1979]. 

In a second case, two workers’ unions 
brought proceedings against a company 
called Homburg BV, a producer of meat 
products [Homburg BV., 1977]. The 
main complaint of the plaintiffs was that 
profit was paid to the (British) holding 
company by means of interest on a loan 
provided by the holding company. The 
holding company had replaced part of 
its investment in the share capital of 
Homburg with a loan to Homburg at a 
yearly rate of 11.5 percent. Homburg had 
also repaid a 9.5 percent loan and re- 
placed it by a 11.5 percent loan. The 
unions contended that the interest rate of 
11.5 percent was above the market rate 
of about 9 percent, the difference being, 
in an economic sense, a profit distribu- 
tion which should be accounted for 
accordingly. The defendant, however, 
pointed to the underlying contracts be- 
tween the holding company. and the 
subsidiary, containing an interest rate 
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of 11.5 percent, and stated that the calcu- 
lation of the cost of interest was based on 
this agreement. Further, the defendant 
contended that the real point at issue was 
that the workers’ unions were dissatisfied 
with the decision of the firm to engage in 
loan agreements at such (in their opinion, 
unfavorable) terms. The company as- 
serted that the unions should not use a 
case concerning the financial statements 
to bring this issue to court. In case of mis- 
management, they could require the 
court to bring an investigation. The 
court concluded, against the unions, that 
the terms of the loans should be followed 
in calculating profit. Since the holding 
company and its subsidiary had agreed 
on two 11.5 percent loans, the interest 
was to be calculated according to this 
percentage. 

A second point at issue in this case was 
whether the workers’ unions were en- 
titled to bring a charge against the com- 


pany. According to section 337 of the 


Act, the plaintiff must have a direct 
interest in the financial statements. The 
defendant stated that the unions had no 
direct interest, since the defendant had 
agreed with the unions that the loan 
transaction mentioned above would not 
have any impact on the profit on which 
employees’ profit-sharing was based. In 
addition, the defendant stated that the 
works council of the company should 
represent the workers in such a. question 
instead of the unions. The works council 
is a consultative body representing all 
employees, which has the right to advise 
management on certain decisions. The 
unions represent the employees in wage 
negotiations. The court, however, used 
the arguments of the plaintiffs to con- 
‘clude that the unions had a direct interest, 
since 
—the unions are supposed to represent 


workers and have the right to ask for an 
investigation, 
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—they play, according to the collective em- 
ployment contract, a consulting role in 
certain important decisions of manage- 
ment, and : 

—the workers have profit-sharing rights. 


In the next two cases, the court decided 
that the defendant companies should 
correct their financial statements. In both 
cases, the plaintiff was a pressure group 
of shareholders interested in the im- 
provement of financial reporting. This 
group is not primarily concerned with 
making investments in firms, but in order 
to be recognized by the court as an inter- 
ested party, it buys some shares. This 
group, called SOB/ (Stichting Onderzoek 
Bedrijfs Informatie—literally, Founda- 
tion to Study Company Reporting) has 
been the plaintiff in most of the cases 
concerning financial reporting brought 
before the Enterprise Chamber. __ 

In both cases, the defendant companies 
challenged SOBI as not being an inter- 
ested party, since it had not yet bought a 
share in the defendant companies when 
it brought proceedings. However, the 
court recognized SOBI as an interested 
party. Since SOBI had considered buying 
a Share at that time, and actually bought 
a share later on, the court stated in the 
first case [Vulcaansoord, 1977] that SOBI 
had a direct interest in the financial state- 
ments of the preceding year. In the second 
case, the defendant company KSH con- 
tended that SOBI had bought a share 
only to be able to take KSH to court. By 
this action, SOBI acted as a private 
prosecutor. Instead, the plaintiff should 
have asked the Public Prosecutor to 
institute proceedings in the public inter- 
est. The court, however, agreed with the 
plaintiff and ruled that SOBI’s being a 
shareholder was decisive; its motivation 
for becoming a shareholder did not 
matter. 

The first case concerned the financial 
statements of Vulcaansoord NV for the 


334 


year June 1, 1974-May 31, 1975. Vul- 
caansoord is a metal company showing a 
net worth of about Dfi 6 million and a net 
income of about Df 1,400,000. The 
plaintiff alleged that correction of the 
financial statements was needed for eight 
different items. I will discuss only two. 
First, the financial statements, as ap- 
proved by the general meeting of share- 
holders, did not contain a set of financial 
statements of the holding company alone, 
but consisted only of the consolidated 
financial statements. The court stated 
that the financial statements were in- 
complete and should be corrected. Ac- 
cording to the Act, consolidated financial 
statements, according to the law, are part 
of the notes to the financial statements. 
In the balance sheet of official financial 
statements, the participations? are dis- 
closed as assets and accordingly are val- 
ued by either the equity method or the 
cost method. 

The second point in this case involved 
the disclosure of liabilities for the pension 
rights of employees. The law contains no 
provisions concerning the measurement 
of such liabilities. In the company’s 
pension scheme, benefits are funded via 
a separate trust for metal-industry em- 
ployees. Because of inflation, additional 
payments for past service had to be made. 
However, additional past service liabili- 
ties were not paid immediately. They were 
to be paid in the future by each company 
in the industry, according to a certain 
scheme related to the number of employ- 
ees. The auditor stated, during a hearing 
of the court, that the company had made 
a provision in its balance sheet for the 
past service cost of pensions in the previ- 
ous year. Since other companies in the 
industry, however, did not have such a 
provision, the company during the cur- 
rent year had changed its system, and 
had included the previous year’s provi- 
sion of about Dfl 415,000 in its net in- 
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come. The auditor stated that the obliga- 
tion to pay past. service would arise only 
if the company kept its employees. In 
case of liquidation, past service would 
not have to be paid by the company. The 
auditor recognized that it would be useful 
to disclose in the explanatory notes the 
amount of past service cost to be paid in 
the future. The defendant company gave 
arguments similar to those of the auditor. 
The plaintiff suggested, among other 
things, that the present value of the past 
service should be included as a liability in 
the balance sheet, and, therefore, the 
company should not have changed its 
system, and should not have included the 
gain of Dfl 415,000 in its net income. The 
fact that the firm need not pay this lia- 
bility in case of liquidation is not a valid 
basis for not including the amount in 
question in its balance sheet, since it 
should be assumed that Vulcaansoord is 
a going concern. 

The court agreed with the plaintiff. 
Without presenting a thorough analysis 
in its verdict, the court ordered that Vul- 
caansoord should not have changed its 
accounting system. The court stated that 
since this liability is substantial and since 
it can increase rapidly under inflationary 
conditions it is necessary that the firm 
include the present value of its past ser- 
vice cost in its financial statements to 
enable the user to form a sound judg- 
ment, according to section 308 of the Act 
on Annual Accounts. The court ordered 
Vulcaansoord to correct its financial 
statements and to have these corrected 
financial statements approved at its gen- 
eral meeting of shareholders. 

The above-mentioned points are rele- 
vant for other firms and to current 
accounting disputes in the United States. 
The presentation of past service cost as 
ordered by the court is, however, dis- 


3 Participations are long-term investments of at least 
25 percent of the investee company’s outstanding shares. 
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puted, and it is not clear whether the 
opinion of the court will be applicable 
outside the metal industry. Even if 
applicable, the’ wording. of the verdict 
does not rule out the possibility that it is 
sufficient to disclose the amount in the 
explanatory notes. 

In the second case, SOBI sued KSH, a 


producer of food with net worth amount- ` 


ing to Dfl 382 million and revenues 
amounting to DA 321 million [KSH NV, 
1978]. The plaintiff's objection to KSH’s 
financial statements of 1974/1975 con- 
cerned 14 points, the most important of 
which related to the presentation of fixed 
assets and inventories (and related costs) 
in the balance sheet. Concerning fixed 
assets, the court agreed with SOBI that 
KSH should clearly describe the valu- 
ation basis applied. KSH had mentioned 
in the notes that the fixed assets were 
valued at estimated replacement cost. 
The plaintiff -required a description of 
how the replacement cost.was estimated. 
The court emphasized the importance of 
a proper explanation of the valuation 
basis in the notes and ruled that the 
description given was insufficient. 
Secondly, concerning the fixed assets, 
the plaintiff contended that KSH, in 
applying the replacement cost system, 
should have continued to make a pro- 
vision for deferred taxes of 48 percent of 
the revaluation surplus, in order to recog- 
nize in the balance sheet that replacement 
cost depreciation is not tax-deductible. 
KSH had made an accounting change 
and had transferred the respective pro- 
vision for deferred taxes to the revalua- 
tion surplus. KSH defended its position 
by stating that in a going concern such a 
provision: for deferred taxes in cases of 
revaluation is not necessary and is not 
required by law. Only in case the assets 
are sold would tax be paid. According to 
the court, this accounting change was not 
acceptable, since the new method, in 
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which there is no provision for. deferred 
taxation with respect to assets valued at 
replacement cost, is not common prac- © 
tice. ` 

A second accounting change was dis- 
puted: in the past, the firm had used the 
base stock method for valuing its inven- 
tories. In 1974, a change was made to 
historical cost (FIFO). This change in- 
creased its net income by approximately 
Df 8 million. The plaintiff contended 
that historical cost valuation was not in 
accordance with section 311 of the Act on 
Annual Accounts, which contention was 
denied by the defendant company and 
the court. However, according to the 
court, KSH should have given a clear 
argument for the accounting change. In 
addition, it should have disclosed the 


_effect of the accounting change on its 


net assets and net income for the year. 
Finally, it should not have included an 
amount of Dfl 15.9 million in its net 
income. This amount was the excess of 
the valuation of inventories at FIFO 
prices over the valuation at prices used 
in the base stock method. It consisted 
actually of realized holding gains which 
were credited in the past directly to a 
reserve account (which is part of the 
shareholders’ equity) under the- base 
stock method. These realized holding ` 
gains were included in net income for 
1974/1975 when the firm no longer ap- 
plied this method. The court.agreed. with 
the plaintiff since “it is not acceptable 
with respect to the information that the 
financial statements should provide, to 
include in net income an amount which 
has previously been part of shareholders’ 
equity.” The court ordered correction of 
the financial statements. The company 
decided to appeal to the Supreme Court, 
which annulled the verdict of the Enter- 
prise Chamber, since it had not properly 
asked the auditor’s opinion on all the 
issues which supposedly needed correc- 
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tion. Therefore, the Enterprise Chamber 
will decide this case again (see KSH NV. 
[1979}). 

In the above case, some of the opinions 
expressed by the court could have signifi- 
cance for a large group of companies. 
The requirement concerning the descrip- 
tion of the valuation method may lead to 
more detailed descriptions in the notes. 
The position of the court with respect to 
the presentation of deferred taxes result- 
ing from a revaluation of assets is in 
accordance with the practice of most 
enterprises and will create some uni- 
formity. The general statement that an 
amount previously included in share- 
holders’ equity should not be included in 
net income probably will restrict certain 
accounting practices of other firms. 

Finally, I will discuss some points at 
issue in a very recent case: SOBI versus 
Pakhoed Holding NV, a company spe- 
cializing in warehousing and transpor- 
tation, concerning Pakhoed’s 1977 finan- 
cial statements [Pakhoed, 1979]. The 
first point brought out by SOBI con- 
cerned the valuation of an investment of 
177,600 shares in a competing company 
called Van Ommeren. The shares were 
non-voting and were listed on the Am- 
sterdam Stock Exchange. Pakhoed pre- 
sented this asset in its balance sheet as a 
non-consolidated participation. In the 
notes, it explained that this so-called 
“strategic” participation was valued at 
the lower of cost or the book value of the 
shares, according to the balance sheet of 
Van Ommeren. Of this package: 


—the cost was Dfi 44 million. 

—the book value was Dfi 95 million, and 

~—the market value of the shares was Dfl 23 
million. 


Pakhoed had valued this asset at cost 
(Dfi 44 million). SOBI contended that 
Pakhoed should have valued. this pack- 
age at market price (Dfl 23 million), 
since it should not be classified as a par- 
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ticipation but as a temporary investment. 
Pakhoed emphasized that the sharehold- 
ing was a Strategic long-term participa- 
tion. It could use its power in case of a 
take-over bid, which would be very im- 
portant because Van Ommeren was 
second in the market of oil storage in 
tanks, in which Pakhoed was first. The 
court judged that these arguments of 
Pakhoed justified classification as a par- 
ticipation, because this investment could 
contribute to the success of Pakhoed’s 
own activities. It also ruled that the 
valuation basis used for this participation 
is in accordance with section 311 of the 
Civil Code. Further, the court decided 
that it is not necessary to value such a 
participation at the market price of the 
shares. However, the market value of the 
shares should be disclosed in the notes in 
order to comply with section 308 of the 
Civil Code. 

A second issue referred to income tax 
allocation. Pakhoed had deducted the 
tax benefit from a loss on the liquidation 
of a participation (which will be taken 
into account in the determination of 
taxable income in the year in which the 
liquidation is completed) from its pro- 
vision for deferred taxation. According 
to SOBI, the tax benefit should have been 
taken into account in the year in which 
the tax benefit would be receivable. 
Allocation of this tax benefit would be 
inconsistent with the principles of con- 
servatism and realization. Pakhoed, how- 
ever, maintained that, according to its 
public accountant, the amount of de- 
ferred tax credits was such that the nega- 
tive taxable income arising from the 
liquidation of the participation will be 
offset by positive taxable income arising 
from the deferred tax credits. So Pakhoed 
has rightly deducted the tax benefit 
resulting from the loss carried forward of 
Df 10,000,000 from its deferred tax 
account. 

The court, however, agreed with SOBI. 
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The tax benefit can be realized only if 
there will be a net positive taxable income 
in the year in which the loss carried for- 
ward will be taken into account. Even 
though Pakhoed may be able to influence 
the magnitude of its taxable income, it is 
not yet certain that there will be such 
taxable income. The method used by 
Pakhoed is not consistent with the con- 
cept of prudence, which should be applied 
in the valuation of future gains. Pak- 
hoed’s contention that this gain was 
being offset by deferred taxes is irrele- 
vant, according to the court. The Enter- 
prise Chamber ruled that Pakhoed need 
not correct its 1977 financial statements, 
but that it should take the orders of the 
court into account for its financial 
statements for future years. 

This court case in particular illustrates 
the role of the court. Regarding the issue 
of the participation, it ruled that valua- 
tion at cost was in accordance with sec- 
tion 311 of the Civil Code, but it did not 
answer the question of whether such a 
valuation would also be acceptable if the 
market value of the shares would have 
been much higher. This clearly demon- 
strates the position of the court: it acts as 
a referee between two parties. Only the 

-issues put forward by the plaintiff are 
judged by the court. It does not take a 
position on other issues. It makes its 
judgments only on the specific circum- 
stances of each case. This makes the 
Enterprise Chamber an inadequate ve- 
hicle for the development of accounting 
standards. Its main function is to decide 
on questions disputed by interested par- 
ties. In addition, the Public Prosecutor 
could take the initiative to bring pro- 
ceedings concerning accounting and re- 
porting practices if it is in the interest of 
the public. So far, however, he has never 
used this power. 


SOME EFFECTS OF THE COURT CASES 
It is difficult to estimate the effect of 
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the court cases on the financial reporting 
practices of companies subject to the Act 
on Annual Accounts. Such an assessment 
would require a speculation on the state 
of financial reporting were there to have 
been no cases at all. So far, no empirical 
research has been done to estimate these 
effects. As a direct effect, companies 
being ordered by the court to make cor- 
rections in their financial statements 
must comply, since if they do not, the 
members of the Board of Managers 
would be guilty of a criminal offense. Due 
to the small number of court cases, the 
direct effects are of minor importance. 
However, the cases can have a much 
more indirect impact. This impact could 
occur through: 


—the influence of court orders on the ac- 
counting and reporting policies of other 
firms subject to the Act on Annual Ac- 
counts, and 

—the influence of court cases on the position 
of public accountants vis-d-vis the man- 
agement. 


Strictly speaking, a court order per- 
tains only to the defendant company. 
Other companies need not comply with 
its provisions unless the directions and 
rulings of the court are of a general 
character, and are not confined to the 
special circumstances of the case. Even 
the general directions and rulings of 
the court, based on considerations not 
specific to the case, probably have a 
limited impact, unless companies comply 
with them, fearing that otherwise they 
would risk a court case. Finally, some 
directions refer to the specific circum- 
stances of the defendant company, and, 
therefore, these will have no impact at all 
on other companies. So, assuming that 
companies do not fear court cases, the 
impact of the orders of the court on other 
companies will be very limited. However, 
it could be asked: What factors would 
influence a company’s attitude towards 
the risk of being sued in a case concerning 
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its financial statements? One might ex- 
pect that negative publicity could be an 
important determinant. So far, the ver- 
dicts of the Enterprise Chamber have 
attracted a great deal of publicity. When 
companies have been sued, the court 
case has produced negative publicity, 
since the allegations have been published 
in many newspapers. In addition, the 
leading newspapers and financial news 
magazines have published major por- 
tions of the verdicts. Most companies do 
not like to be sued, and, therefore, the 
orders of the court will have some indirect 
impact on them. 

Furthermore, special articles concern- 
ing these cases have been written in the 
financial press, in which the position of 
the auditors has been subject to criticism 
(e.g., van der Beek [1978]). The negative 
publicity concerning the role of the audi- 
tor has referred mainly to the unqualified 
auditors’ opinions accompanying finan- 
cial statements which had been found to 
be defective by the court. Since auditors 
are obliged to state in their opinions to 
what extent the financial statements do 
not comply with the law, it had been 
believed that unqualified opinions would 

_guarantee compliance of the financial 
statements. Therefore, the auditors of 
companies losing their cases were accused 
of negligence. This reaction has induced 
the public accounting firms involved in 
these cases to apply for an examination 
by the Disciplinary. Board of NIVRA in 
order to have their reputations cleared.. 
In addition, the Board of NIVRA de- 
cided to require an examination of the 
auditor’s performance by the Discipli- 
nary Board in all cases in which the 
Enterprise Chamber ordered financial 
statements to be corrected [Burgegraaff, 
1978]. . 

The Board of NIVRA takes the public 
position that since auditors cannot antici- 
pate the orders of the Enterprise Cham- 
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ber, an unqualified audit report does not 
guarantee that the financial statements 
will not be corrected by order of the 
court. An unqualified auditor’s report 
implies only that, in the opinion of the 
auditor, the annual accounts are in com- 
pliance with the law. However, there is 
room for a difference of opinion here, 
because many aspects of financial state- 
ments are not even mentioned in the 
law. Therefore, these aspects are subject 
only to its general provisions (sections 
307-314). It is obviously difficult for the 
auditor to anticipate the opinion of the 
court based on such general provisions. 

In publications, the president of the 
Board of NIVRA has emphasized that 
the auditors are not a party in the cases 
being heard by the Enterprise Chamber, 
but that such a court proceeding is pri- 
marily a dispute between the firm and the 
plaintiff [Burggraaff, 1978]. Nonethe- 
less, a publicly observable effect of the 
court cases is that the auditing profession 
has been put in a defensive position. This 
position might generate some activities to 
improve accounting standards. Since the 
global nature of the provisions of the Act 
on Annual Accounts leaves many ques- 
tions unanswered, some guidance for 
auditors in the area of accounting stan- 
dards was badly needed. The Tripartite 
Accounting Standards Committee might 
provide such guidance. Accountants did 
hope that its pronouncements would be 
supported by the verdicts of the Enter- 
prise Chamber [Burggraaff, 1977, p. 275}. 
However, since this Committee is only a 
private group, there is no reason why the 
court must render its decisions in con- 
formity with the Committee’s accounting 
standards. The court must only apply the 
law, and accounting standards clearly 
have a lower status than the law, 

This lack of status of the accounting 
standards, however, need not imply that 
auditors should not, or do not, urge man- 
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agement to comply with the pronounce- 
ments of the Tripartite Accounting Stan- 
dards Committee. In fact, they do. Also, 
many public accounting firms are active 
in submitting their views concerning ex- 
posure drafts of Accounting Standards. 
In addition, the Board of NIVRA has 
expressed its opinion that accounting 
standards should become stricter and 
more binding on the interested parties 
[NIVRA, 1978, p. 151]. ` 

As long as the pronouncements have 
no’ Official status, compliance will be 
voluntary. Still, there may be good rea- 
sons for voluntary compliance. First, the 
accounting standards could play an im- 
portant role, by giving companies which 
apply these standards a means of defense 
in court cases. In such cases, the de- 
fendant company could state that it 
applied an accounting standard accepted 
by the representatives of the interested 
parties. Such a defense could be helpful 
only if the point at issue were not very 
specific, since the standards are written 
at a general level. So far, the pronounce- 
ments of the Tripartite Committee have 
only rarely been used by defendant com- 
panies. 

Second, so far the court’s arguments in 
support of its rulings as they might apply 
to future cases are less strict than the 
respective accounting standards, so that 
companies complying with these stan- 
dards probably run only a very low risk 
of being forced in a court case to correct 
their financial statements. In addition to 
the reaction of NIVRA, the attitude of 
the public accounting firms is most im- 
portant. Some firms are strengthening 
their own internal controls to avoid 
attracting bad publicity from new court 
cases, Auditors are keenly aware of the 
increased public attention due to the 
publicity resulting from the recent. court 
cases. They have reacted by emphasizing 
the need for standard setting. 
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Finally, a very important limitation on 
the. effect of court cases on financial 
reporting is the nature of the court’s : 
activities. The court and the Public 
Prosecutor have so far been passive in the 
sense that they have not taken the initia- 
tive to sue companies for non-compliance 
with the Act. It is left to the interested 
parties to complain. Only if someone is 
willing to run the risk of a court case, will 
the court address the accounting and 
reporting practices in question. If the 
number of court cases is low, many prac- 
tices. will not be judged by the court. But 
even if there were many court cases, 
these could not be considered a good 
substitute for setting accounting stan- 
dards by some institutional body, since 
the court only decides on cases, and does 
not give a comprehensive and general ` 
treatment of accounting and reporting - 
problems. 


CONCLUSION 


Court. cases can, at best, induce com- 
panies to comply with the Act. However, 
since the Act on Annual Accounts is very 
general on certain points, it is not always. 
clear whether certain practices are ac~- 
ceptable under the Act. Since the role of 
the court is to settle disputes, it cannot 
act as a standard-setting body. The- 
Tripartite Accounting Standards Com- 
mittee produces accounting standards, — 
but these have no statutory basis. Under 


` these conditions, it is hard for an individ- 


ual auditor to judge if certain accounting 
and reporting practices comply with the 
Act. It is, therefore, understandable | 
that, so far, hardly any auditor’s report 
attached to the larger corporations’ 
financial statements mentions noncom- 
pliance with the Act. Auditors can 
clearly consider the requirements of the 


_Act only with respect to the limited num- 


ber of issues in which the court Has taken 
a general position. 
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Some Concluding Remarks 

From the preceding review, it is clear 
that the regulation of financial reporting 
is not very strict in the Netherlands. This 
conclusion has two bases: 


—the Act on Annual Aroia, which has . 
only a very limited number of detailed 
provisions for the disclosure of certain: 

. information, but which does not give any 
strict rules concerning valuation, measure- 
ment, or classification of data; and 

—the absence of any standard-setting body 
with a statutory basis. - 


Although the- rules laid down so far 

. could be called a form of public regula- 
tion, the Act on Annual Accounts is 
mainly a codification of existing practice. 
The lack of detailed regulation allows 
companies to follow their own account- 
. ing and reporting policies to a large 
extent. Some parties interested in finan- 

. cial reporting have so far not been-very 
active in the discussion of accounting and 
reporting matters. For- instance, the 
Stock Exchange, commercial banks, and 
financial analysts are not actively en- 
gaged in work of the Tripartite Account- 
ing Standards Committee, nor have they 
`- published their requirements in this area, 
Apart from the lawsuits before the 
Enterprise Chamber, it looks as if-most 
interested parties are satisfied with this 
low level of regulation. The system en- 


ables companies to make some progress, 


in the sense of increased disclosure of 
financial information, on a- voluntary 
basis. 

To some extent, however, this atmo- 
sphere has changed during the past few 
years. Accountants, especially, plead for 
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more accounting standards via the Tri- 


partite Accounting Standards Commit- © 
tee. They hope that the status of its 


` pronouncements will be accorded stand- 


ing by the Enterprise Chamber, but'so far 
the court has not explicitly cited these 


standards, and in a few-cases it has 
j reached’ conclusions different from the 
pronouncements of the Tripartite Ac- 


counting Standards Committee: Thus, 
the relationship between pronounce- 
ments of the Tripartite Accounting Stan- 
dards Committee and the orders of the 
Enterprise Chamber remains to. some 
extent unclear. However, the court cases 
demonstrate that a company court is not 


-a proper institution to produce account- 


ing standards. 

In the current situation, a fundamental 
weakness remains: the lack of a means for 
enforcing compliance with pronounce- 
ments of the Tripartite Accounting Stan- 
dards Committee. Therefore, much de- 


pends on the voluntary compliance of 


companies with these accounting stan- . 
dards. Current investigations by NIVRA | 
suggest that, in practice, compliance is ` 

less than complete. Many accountants, 

however, believe in voluntary: compli- 

ance with the accounting standards, 

which leaves.room for departures if cir- 

cumstances justify them. Under such a 

system, the auditor’s responsibility is 

considerable; most auditors seem to be 

prepared to take this responsibility, and 

most other interested parties seem to. 
share their view. There is, at least, very 

little. demand for stricter public regula- 

tion of accounting and reporting prac- 

tices, 
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Lioyp R. Amey, Budget Planning and 
Control Systems (London: Pitman Pub- 
lishing Ltd., 1979, pp. xiv, 273, $24.95). 


The author’s objective is to begin a funda- 
mental re-examination of the foundations of 
budgeting and budgetary control by focusing on 
those aspects of systems theory and modern con- 
trol theory which may provide keys to under- 
standing some of the unresolved problems in 
organization planning and control. The book is 
not designed for undergraduates, but is intended 
for graduate and research students of business 
administration, senior financial managers, in- 
dustrial accountants, and others interested in a 
serious study of planning and control. 

The first two chapters are devoted to a discus- 
sion and description of the planning system in 
terms of theoretical optimization through a set 
of structural equations. The author argues for 
formal separation of budgets for planning and 
control and for recognition of the dynamic 
aspects of the planning system. He explains why 
he believes the model of the planning system 
used in accounting and business practice is 
incorrectly specified and suggests how to over- 
come the shortcomings which are present in 
practice. 

By regarding planning and control as separate 
processes, ascribing a much more positive role 
to the planning associated with the annual bud- 
geting process, and giving complete recognition 
to the dynamic aspects of budgeting, the author 
differs from many previous writers, particularly 
Anthony. 

In Chapter 3, the author approaches the major 
issues of planning and control by examining the 
relationship between the management account- 
ing function and general management. Since ac- 
countants understand little about the nature of 
control, he suggests drawing upon the knowledge 
provided by other disciplines. Those aspects of 
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organizational theory, cybernetics, communica- 
tion theory, game theory, and biology relevant 
to a study of control systems are then presented. 

Most accounting texts implicitly assume that 
planning and control take place in a closed sys- - 
tem. The author argues in Chapter 4 that busi- 
ness enterprises are best represented by open 
systems, making system-environment interac- 
tions vitally important. Open system controls for 
a particular firm and the implications of an open 
system for budgetary control systems are 
examined. The chapter also covers the principal 
components of systems theory such as equili- 
brium and steady state and discusses the poten- 
tial problems faced in translating a theory 
developed primarily for physical and biological 
systems to social systems. 

The next two chapters focus on development 
of a state-space model of budgetary control 
systems. The author begins with an Ashby-type 
control system in a cybernetic closed-loop mode 
and lists the specification requirements of such a 
system using input-output and state-space ap- 
proaches, The latter is proven superior because 
it tells more about system dynamics. Modifica- 
tions are then introduced in order to give the 
system the desired properties of controllability, 
observability, and stability. 

Since most of a firm’s dealings occur in an 
environment where goals, constraints, and out- 
comes of possible actions are unknown, there is 
impreciseness in the planning and control sys- 
tems. Chapter 7 reviews the theory of fuzzy 
subsets, relates it to probability theory, and 
applies it to budgetary control study as a means 
of dealing with the uncertainty which is present. 

Chapter 8 considers various models of judg- 
ment and motivation to identify the negative 
effects of feedback on performance. After re- 
viewing the behavioral literature in these areas, 
the author concludes that different types of feed- 
back yield- different results in different learning 
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situations and that in probabilistic learning situa- 
tions outcome feedback, as yielded by budgetary 
control systems, is suspect as a means of improv- 
ing performance. The chapter is somewhat 
sketchy and attempts to cover in 25 pages topics 
that usually take several textbooks to discuss. 
However, the author is to be commended for at 
least considering behavioral implications in what 
otherwise is a strictly analytic work. 

By the author’s own admission, the book does 
not address all of the unresolved problems in 
planning and control. For example, there is no 
mention of measurement of performance against 
ex post rather than ex ante standards. Instead, 
the author choses to use ex ante budgets for 
comparative performance measurement, budgets 
which are revised when a key variable goes out 
of control. The question of whether to use bud- 
gets as motivating devices is not addressed, and 
the optimal structure of incentives under un- 
certainty is not discussed. 

However, given that the author's objective was 
to understand some of the unresolved problems, 
he has succeeded. Arguments are well explained, 
logically developed, and the mathematical 
presentation straightforward. For graduate 
students or researchers interested in planning 
and control, this volume provides interesting 
reading. 

MICHAEL A. CROSBY 
Assistant Professor of Management 
Purdue University 


L. ALLAN AUSTIN and LoGAN M. CHEEK, 
Zero-Base Budgeting: A Decision Pack- 
age Manual (New York: AMACOM, 
1979, pp. 207, $14.95). 


The primary purpose of this book is to provide 
management with a tool which will assist in the 
design, implementation, and evaluation of a 
zero-base budgeting (ZBB) system. The authors 
accomplish this purpose by providing, in Part I, 
an overview of the ZBB concept and, in Part II, 
an illustrative decision package and priority 
ranking forms which have been used by varied 
industry and governmental entities. 

As indicated by the portion of the manual 
devoted to Part I, 44 pages, it is definitely an 
overview of the ZBB concept. However, for 
those readers unfamiliar with ZBB, this section 
of the manual will prove to be an expedient 
means of gaining an introductory knowledge of 
the concept. Part I is divided into three chapters. 
In the first chapter, an examination of what ZBB 
is, how it works, benefits of the system, problems 
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with the system, and situations in which it has 
been employed are presented. The second chap- 
ter contains the techniques of developing and 
ranking decision packages. The manager in- 
volved in the design and/or ranking of decision 
packages would probably find useful information 
within this chapter, particularly the example 
decision package and ranking forms presented. 
The most significant contribution of Part I is 
made in the third chapter, where the authors 
present the concept of performance auditing and 
its usefulness relative to ZBB. The evaluation of 
the effectiveness of ZBB is normally best ac- 
complished with the implementation of per- 


‘formance auditing, and the authors effectively 


make this point. 

In Part II, which is the major portion of the 
manual, the authors present the material which 
would be of the greatest benefit to management 
concerned with the ZBB system. This part, 160 
pages, consists entirely of examples of decision 
packages and priority ranking forms used by 
approximately 35 different entities ranging from 
city governments to large industrials, e.g., the 
City of Austin, the State of Georgia, Computer 
Sciences Corporation, Gerber Products Com- 
pany, McMaster University, United States 
Environmental Protection Agency, and Xerox 
Corporation. 

If you are a member of management involved 
with a ZBB system, this manual should be a part 
of your library. Do not expect it, however, to 
answer all questions on the topic. It should be 
viewed as a supplement to other ZBB publica- 
tions, 

For academic application, it may provide use- 
ful information for a study of ZBB, but, in itself, 
it would probably not be applicable for use as a 
textbook. For those teaching a course where the 
concept of ZBB is explored, this manual could 
prove useful as a supplement to the normal 
text material. 

The authors did accomplish their purpose, to 
produce a “Decision Package Manual,” and one 
which will prove useful to anyone involved with 
the application of ZBB. In all probability, they 
could have attained a wider range of readers if 
they had expanded Part I to include a more | 
thorough analysis of the ZBB concept. 

SAMMIE L. SMITH 
; Professor of Accounting 
East Texas State University 


J. H. BEENY and J. G. CHASTNEY, Euro- 
pean Financial Reporting: 4 The Nether- 
lands (London: The Institute of Chartered 
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- Accountants in England aad Males, 1978, 
“ pp. ix, 216, £7. 00). a 


- Despite current efforts to armbaize account- 
ing standards, accounting and financial reporting 
is characterized by diversity, and worldwide ac- 
counting harmony is still only a future goal. 
Understanding’ existing accounting requires 
exposure to contemporary accounting and 
reporting practices in different national environ- 
ments as well.as an appreciation of the different 
developmental patterns for accounting. Such are 
the objectives of a monograph series on financial 

_ reporting practices in Europe published by the 
Institute: of Chartered Accountants in England 
and Wales (ICAEW). This fourth volume in the 
ICAEW series is intended to enable readers with 
U.K. accounting .backgrounds to understand 
and interpret company accounts Prepared i in the 
Netherlands. 

- A number of data sources are utilized in 
describing the contents of the Dutch annual 
report. The “ought to” dimension in Dutch finan- 
cial reporting is based on the 1970 Act on the 


Annual Accounts of Enterprises and on recom-. 


mendations of an official study group comprised 
of representatives from employers’ organiza- 
tions, trade unions, and the accounting profes- 
sion. Data sources used to highlight “what is” 
include a sample of 50 1972 annual reports 
(companies examined are listed in an appendix) 
as well as several previously published financial 
reporting surveys dated 1971, 1973, and 1975, 
respectively. Portions of the 1976 annual report 
of a major Dutch shipbuilding and engineering 
concern are also reproduced as an example of 

“more recent” financial reporting modes. 
_. The various forms of business organization are 
described as well as legal provisions affecting 
financial disclosure in the Netherlands. Recent 
revisions in Dutch company legislation now pro- 
vide for a greater emphasis on employee rights 
versus those of company shareholders. Increased 
social responsibility disclosures are a direct result 
of such provisions. While the 1970 Act contains 
rather detailed provisions for financial disclo- 
sure, the development of specific accounting 
principles is left to those parties directly affected 
by such pronouncements. This broad-based 
approach to accounting principles formulation 
varies markedly from the legalistic Franco- 
‘German approach and reflects the traditional 
Dutch belief that accounting standards should 
comply with norms that are “acceptable in 
economic and social life.” aa 

‘Additional environmental influences on Dutch 
reporting are also described. Like the Americans 
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and British, thé Dutch also separate financial 
accounting from tax accounting, with any re- 
ported differences being reconciled through tax 
allocation procedures. The active role played by 
the Nederlands: Instituut van Registeraccoun- 
tants (NIVRA) in developing accounting and 
auditing standards leaves no doubt as to the 
stature and competence of Bectessional ac- 
counting in the Netherlands. 

* Current value accounting, a navel feature of 
generally accepted Dutch accounting principles, 
is also treated. Drawing on the pioneering work 
of the late Professor Th. Limperg, the under- 
pinnings of replacement value accounting are 
adequately sketched. This overview is followed 


_ by a case analysis showing how the theory is 


applied in the internal and external reports of 
the Philips Lamp Company. Arguments ad- 
vanced against the usefulness and feasibility of 
current value measurements pale and, indeed, 
appear “theoretical” when viewed from the 
Dutch perspective. 

` A comprehensive description of the major 
components of the Dutch annual report is given.. 
Special reference is made to the annual accounts 
of the RSV company mentioned earlier: Since 
financial reporting standards in the Netherlands - 
are highly developed, observed parallels between 
Dutch and British reporting practices are 
numerous. The differences are aptly summarized 
in a third appendix. -These essentials in this ap- 
pendix may be the highlight of the entire-book. 

The work is highly authoritative. Yet the 
methodology employed often proves distracting. 
This is particularly evident in Chapter 4, where 
the sample of 1972 annual reports which were 
used to reflect the present status of, Dutch finan- 
cial reporting seems inappropriate, especially 
since financial reporting practices tend to 
develop over time, a fact which the authors 
themselves readily acknowledge. Even if 1972 
accounts were, in fact, similar to those-of more 
recent vintage, contrasting the reporting prac-. 
tices of a few selected companies rather than 
attempting to ascertain general patterns within 
the entire group of accounts examined, provides 
little information as to underlying norms. More- 
over, references to several financial reporting 
surveys conducted over a period of time intro- 
duce time-series data into what, in effect, should 
be a cross-sectional analysis. As a final example, 
greater care could perhaps have been taken to 
assure that the. 1976 accounts reproduced as a 
case example of present reporting practices were 
truly representative. 

Limitations such as those just enumerated are 
understandable and to be expected in a work that 
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attempts to be comprehensive. Beeny and 
Chastney are to be applauded for doing just 
that. In addition to the excellent summary of the 
major differences between financial reporting in 
the U.K. and the Netherlands, the book also 
provides a very useful glossary of accounting 
terms—one from Dutch to English, and a second 
from English to Dutch. This is a valuable 
reference work for anyone with an interest or 
pending assignment in the European accounting 
field. 

FREDERICK D. S. CROI 

Visiting Professor of Accounting 

and International Business 

New York University 


PETER BIRD, Understanding Company Ac- 
counts (London: Pitman Publishing 
Limited, 1979, pp. vii, 111, £1.95). 


The author’s objective is to provide a short, 
easily readable book which will permit the user 
“with no previous technical knowledge of ac- 
counting . . . to pick up a set of published ac- 
counts [financial statements] and get out of them 
a high proportion of the information that it is 
possible to derive . . . [and] also be able to avoid 
reading into the accounts items of information 
which are not in fact there, though they appear 
to the untutored eye to be there” (p. 1). 

Pursuing this fairly common objective, Bird, in 
Chapter 1, introduces the reader to financial 
statements as being coded models of company 
affairs which incorporate accounting jargon and 
conventions. A consequence is that the non- 
accountant user must have a sufficient level of 
knowledge to understand and properly interpret 
this information. Therefore, the book is devoted 
to providing the reader with this level of knowl- 
edge and an awareness of potential developments 
regarding financial statement disclosure. 

A fundamental aspect of Bird’s approach is to 
refer the reader to a set of actual financial state- 
ments (including a Current Cost Statement and 
Statement of Value Added which are not found 
in North American reports) reproduced in the 
Appendix in order to illustrate points made 
throughout the book. This is very effective. 

Chapter 2 reviews the form, content, and inter- 
relationships of financial statements prepared on 
an historical cost basis, examines the application 
and consequences of various methods of costing 
(pricing) major assets, and identifies sources of 
law and quasi-law which have influenced finan- 
cial reporting. Chapter 3 illustrates the problems 
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created for financial reporting because of infla- 
tion, reviews actions initiated by the British 
government and profession (Sandilands Report, 
Hyde Guidelines, but not ED 24 entitled Current 
Cost Accounting, as it was issued subsequent to 
the book’s publication), and speculates on future 
developments. Chapter 4 illustrates and discusses 
means of analyzing financial statements (profita- 
bility, solvency, financial structure ratios). Chap- 
ter 5 examines The Corporate Report and The 
Future of Company Reports: A Consultative 
Document as a basis for speculating on future 
developments likely to influence disclosure in 
financial reports (including reports for govern- 
ment and other not-for-profit entities). 

The book is distinctive in two important ways. 
First, it is oriented toward the relatively un- 
sophisticated user of financial statements. It is 
concerned with providing a guide for under- 
standing and using financial statement data. As 
little as possible is said about the technical and 
mechanical aspects of the accounting process, 
with the result that the reader is not bogged down 
with unnecessary material. Second, the book is 
short yet very comprehensive relative to its 
purpose—a mixture which is difficult to achieve 
yet one which Bird has accomplished. 

These two features will make the book attrac- 
tive to, and beneficial for, its intended audience. 
The book could also be useful reference material 
for courses in accounting, including those in 
North America, which emphasize the user per- 
spective. Finally, those interested in British 
financial reporting would find that the book pro- 
vides a very informative review of what presently 
exists in that country and what may come to be. 

V. BRUCE IRVINE 
Associate Professor of Accounting 
University of Saskatchewan 


Homer A. BLAck and James Don ED- 
WARDS, The Managerial and Cost Ac- 
countant’s Handbook (Homewood: Dow 
Jones-Irwin, 1979, pp. vii, 1297, $37.50). 


This handbook is a broadly based presentation 
of the historical, behavioral, conceptual, and 
practical aspects and applications of managerial- 
cost accounting. The objective of the book is to 
fill a void in the accounting literature by pro- 
viding in one volume practical guidance for 
solving a wide variety of managerial and cost 
accounting problems of the modern economic 
enterprise. To accomplish this objective, the 
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editors used a unique team approach. This team 
consists of an accounting executive from industry 
or public accounting practice and an accounting 
educator. 

This book is most appropriate for executives 
of business, government, and not-for-profit 
organizations. Additionally, it may be of interest, 
as reference material, in a graduate class and for 
research in the managerial-cost accounting area. 

This book is divided into eight parts: Cost Ac- 
counting Background and Concepts; Managerial 
Uses of Cost Accounting Information; Organiza- 
tional Aspects of Cost Accounting; Common 
Elements of Cost and Managerial Accounting 
Methodology; Cost Accounting and Control 
Systenis for Manufacturers; Cost and Managerial 
Accounting for Other Economic Entities; Special 
Methods of Cost Accounting and Control; and 
Emerging Trends and Challenges in Managerial 
and Cost Accounting. The attempt to explain 
these topics would have been enhanced if the 
editors would have presented brief introductions 
to each part. Without these introductions, it is 
sometimes difficult to determine why a certain 
subject was discussed in a particular area. Such 
an example is the discussion of cost behavior in 
Chapter 3 and the techniques of analyzing cost 
behavior in Chapter 16. Part Two: Managerial 
Uses of Cost Accounting Information, is such a 
broad title that over half of the material dis- 
cussed in this book could fall under this topic 


heading. Most of the items in Part Seven proba- . 


bly would have had a greater effect if discussed 
in Part Two, sich as Zero Base Budgeting and 
Cash Management. 

The efforts of the editors in executing the 
general concept of this handbook is a novel one. 
The use of an accounting educator and an 
executive from industry or public accounting 
practice provides a necessary balance between 
the theory and practical applications, The per- 
formance of most of the authors in the specific 
topic area is a very creditable one. They did a 
fine job in collecting material from a variety of 
sources and adding their own interpretation. 

In conclusion, this handbook is a well- 
conceived idea which provides a much needed 
alternative to the traditional readings book in the 
cost-managerial area. This handbook is con- 
ceptually sound and should prove to be very 
valuable to executives of business engaged in 
production and distribution, as well as to the 
executives of governmental and not-for-profit 
organizations. 

RICHARD PITRE 
Associate Professor of Accounting 
University of Southwestern Louisiana 
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Mary C. BromaGE, Writing Audit Reports 
(New York: McGraw-Hill Book Com-. 
pany, 1979, pp. xii, 193, $16.50). 


Writing reports on operational and per- 
formance audits, consulting engagements, and 
investigations is one of the most important parts 
of such activities and also one of the most diffi- 
cult. This book provides guidance for writing 
such reports. It does not discuss standard reports 
of external auditors on financial statements. 

The emphasis throughout the book is on 
writing accurate, brief, clear, and direct advisory 
reports which will stimulate the desired action. 
This is not a classical grammar book. Certain 
grammar rules are identified which may and 
sometimes have to be violated to make the report 
effective. 

The importance of balanced reporting is 
stressed. The author shows how to include posi- 
tive and negative findings and how to make 
recommendations that are convincing and con- 
structive. 

The majority of the book is devoted to the dis- 
cussion of several problem. areas which report 
writers often encounter: 


1. Choosing the right words to avoid mis- 


understanding. 

2. Adapting vocabulary for clarity and 
brevity. : 

3. Streamlining sentences to enhance read- 
ability. 


4. Putting paragraphs together in short, 
logical units for good flow of ideas and eye 
appeal. 

5. Punctuating to guide the reader. 

6. Sequencing coverage for a logical flow of 
ideas. 

7. Using headings to guide the reader. 


Many short examples of good and bad writing 
are scattered throughout which help clarify the 
points discussed. 

There is a discussion of the need to know who 
the readers of the report will be so that the report 
will have the desired effect, 

Design of the report format is also covered. In 
this chapter, the author discusses the use of a 
standardized format by the reporting unit, the 
major sections of the report, the inclusion of 
responses from the officials under review, and 
the use of graphics to make detail clear and com- 
prehensible. 

The book concludes with a chapter emphasiz- 
ing the need to reinforce the credibility of the 
findings and recommendations. Major points 
covered are loopholes in the facts or the logic 
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that links them together, faulty combinations of 
cause and effect, the need to differentiate facts 
from inferences, the inappropriate use of 
absolutes (such as always) and incomplete 
references to the use of sampling. 

Selected reading references are included at the 
end of the book for the reader who wants to 
study other related literature. 

Throughout the book, the author demon- 
strates her familiarity with practical reporting 
requirements. The advantages and disadvantages 
of many of the alternatives available to the report 
writer are presented. 

Even though the book primarily deals with 
writing audit reports, many of the suggestions 
made are useful for improving writing skills in 
general. 

Effective writing skills do not come naturally. 
This book fills a definite need in our literature. 
Other than materials developed for specific con- 
tinuing education seminars, this reviewer is not 
aware of any other book with a focus on writing 
audit reports. It should be useful as a reference 
book for practitioners who write reports on 
operational and. performance audits, consulting 
engagements, and investigations. It would also 
be helpful to students who are in accounting pro- 
grams which involve audit report writing. 

BRADLEY J. SCHWIEGER 
Professor of Accounting 
St, Cloud State University 


James H. BuLLock, Maintenance Planning 
and Control (New York: National As- 
sociation of Accountants, 1979, pp. xi, 
147, $6.95). 


Responsibility accounting and cost control for 
functions such as maintenance are, perhaps, at 
the pre-adolescent stage of development in 
comparison with the accounting techniques and 
conceptual framework available for use with 
direct material or direct labor. This study is the 
third to be published on this topic by the National 
Association of Accountants since 1955, exclud- 
ing articles which have appeared in Management 
Accounting. 

As with those published by NAA in 1955 and 
1964, this study reports on current practice in 
maintenance planning and cost control in 
selected plants; but, in addition, it makes recom- 
mendations on desirable applications and il- 
lustrates some of the reports and practices of 
companies which the author deems to be in the 
forefront with respect to maintenance. 

Maintenance, like most other service func- 
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tions, has not received the attention that has 
been given to cost control for the more direct 
manufacturing costs. Bullock notes that this may 
have resulted from misconceptions about the 
degree of controllability of such costs, lack of 
managerial concern, inadequate accounting 
data, and difficulties encountered in applying 
the analytical techniques developed for other 
areas (p. 1). He further notes at various points 
that the effectiveness of efforts to control main- 
tenance costs depends a great deal upon the 
attitudes and priorities of middle and upper 
management. Interest in the control of main- 
tenance costs is increasing, however, because of 
the high degree of mechanization, the larger 
investment in both production and maintenance 
equipment, and the complexity of the tools and 
equipment in use and under design in modern 
industry. This complex, costly equipment is the 
natural outgrowth of decades of substitution of 
capital for labor. 

The author has done a commendable job in 
describing and illustrating the best “state of the 
art” in responsibility accounting and cost control 
for maintenance. This study should be of par- 
ticular interest to those responsible for main- 
tenance costs or to those contemplating the 
initiation of control programs in this area. The 
study is probably biased toward companies 
having above-average control and information 
systems. As Bullock himself points out, the 


- companies who responded to the mail survey 


quite likely had a strong interest in maintenance 
costs; and, furthermore, the companies he 
selected for field interviews were those which 
seemed to have a strong commitment to main- 
tenance cost control (p, 115), Consequently, the 
practices described in the study should not be 
taken as representative of American industry. 

Of primary interest to academicians—perhaps 
to controllers as well—are Bullock’s implied 
criticisms of the performance of accountants on 
the job in industry. His study is replete with com- 
ments such as: 


... Operating changes often are not ac- 
companied by the needed changes in accounting 
reports simply because of a lack of communica- 
tion (p. 29), 


. .. Accounting is not providing much help to 
maintenance (p. 32). 


. -. Cost classifications in the budget reports 
usually are inadequate (p. 42). 


... The budgeting procedure is unsound be- 
cause it ignores the timing of cost incurrence and 
causes “real” variances to be obscured (p. 42), 
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...Cost information...[needed by main- 
tenance managers]... is not accumulated rou- 
tinely in the accounting records (p. 73). 


. .. Accountants are likely to be active only in 
certain traditional accounting areas such as budget 
reporting and inventory control (p. 86). 


Accountants do not tend to think in very broad 
terms concerning the types of services they can 
provide to maintenance (p. 86). 


... Accounting . . . [is not perceived by main- 
tenance managers] ...as a ready source of as- 
sistance in connection with information needs 
(p. 117). 


If these comments are representative of the views 
of maintenance managers in firms with a pre- 
sumed above-average interest in maintenance 
cost control, what must be the situation in the 
more run-of-the-mill companies? Why is ac- 
counting failing in its avowed task of providing 
useful, timely—viable, if you will—information? 
What is the cause of the communications break- 
down between accounting and the users of infor- 
mation that accounting could and should pro- 
vide? Here is obviously grist for the mills of both 
educators and practicing accountants. 

JAMES E. LANE 
. Professor of Accounting 
Indiana State University 


Tuomas J. Burns, Editor, Behavioral 
Experiments in Accounting II (Columbus, 
Ohio: College of Administrative Science, 

~ The Ohio State University, 1979, pp. xx, 
439, $8.00). 


In an age of sequels, we have come to expect 
that our request for the proverbial “one more 
time” will be answered. As such, this volume is 
the sequel to a similarly titled volume which ap- 
peared in 1972. Both are compendia of papers 
and discussions from a conference held at The 
Ohio State University. The former, in 1971; the 
latter in 1978. 

At the most recent conference, the format 
followed that of the earlier one. Seven papers 
written by accountants are presented. They are 
discussed by (with one exception) pairs of critics 
all of whom are behavioral scientists. Finally, 
the conference was summarized by two papers— 
one written by an accountant, the other by a 
behavioral scientist. 

Anyone familiar with the first volume un- 
doubtedly will be vurious about the outcome of 
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the second. To allay this curiosity (and any 
anxiety), the parties appear to have harkened to 
the observation of Starbuck (in 1972, p. 458) and 
Haberstroh (in 1972, pp. 532-33). The theme of 
the conference, in sharp contrast to its predeces- 
sor, is cooperation and mutual understanding. 
The behavioral scientists have made a conscious 
attempt to view the papers in their natural state 
—as accounting research—without compromis- 
ing their own standards. The accountants, in 
turn, offer—for the most part—completed 
projects rather than exploratory research. The 
result is a provocative discussion of the issues. 

However, before considering the papers and 
the discussants’ comments in any detail, it is well 
to articulate the cast. The names of each paper's 
discussants are shown in parentheses following 
the paper. 


“Accuracy of Subjective Probabilities for a 
Financial Variable,” William Wright (John- 
son, Huesmann). - 

“An Empirical Investigation of the Informa- 
tion Process Underlying Four Models of 
Choice Behavior,” Stanley Biggs (Mum- 
power, Stone). 

“Procedures for the Communication of Un- 
certainty in Auditor’s Working Papers,” 
G. R. Chesley (Pitz, Samet). 

“Behavioral Assumptions of Normative Deci- 
sion Theory: An Experimental Test of the 
Independence Axiom in an Accounting/ 
Business Context,” Robert Ashton (Mac- 
Crimmon, Lichtenstein), 

“Empirical Evidence about the Effects of an 
Accounting Change on Information Proces- 
sing,” R. Swieringa, T. Dyckman and R. 
Hoskin (Bouchard, Klimoski). 

“The Effect of Changes in Internal Controls on 
Audit Programs,” Ted Mock and Jerry 
Turner (Wise, Mackenzie). 

“Human Cognition in Accounting: A Pre-- 
liminary Analysis,” R. Bhaskar and Jesse 
Dillard (Payne, Freedman, Hays). Sum- 
-maries by K. Weick and J. Dickhaut. 


While the papers vary along many important 
dimensions, they are strikingly similar on two. 
First, all are essentially laboratory style research. 
None is a survey of attitudes, etc. Second, all fall 
within the area of cognition—how do people 
interact with the accounting numbers? 

The second point is important, for it provides a 
coherence to the conference not to be found in 
its predecessor and provides a theme for the 
papers. Still, that issue is approached from a 
variety of points of view. Dyckman et al. present 
a study replicating Ashton’s earlier work on 
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functional fixity. Their work is of the type that 
varies the accounting stimulus and examines the 
subjects’ behavior. Their intent, like Ashton’s, 
was to understand better by inference what may 
be occurring inside the “black box” called 
process. 

Four other papers (Wright, Chesley, Ashton, 
and Mock and Turner) adopted a similar 
paradigm. However, their concern was with how 
accountants respond to uncertainty in a variety 
of forms. Finally, two papers (Biggs, and Bhaskar 
and Dillard) move their analysis into the black 
box and try to catch the actual process occurring 
in it. Thus, the studies do present a similarity in 
focus and may be synergistic but reflect enough 
diversity to be interesting. 

Basically, the discussants stress two points of 
interest to researchers. One is that an interesting 
phase of the cognitive process has been omitted 
from these studies. How do the experts arrive at 
the process they routinely follow? That is, even if 
we can answer the “how” question, the more 
interesting question is, “Why do expert subjects 
exhibit a given pattern of behavior?” Johnson 
infers that it may lie in the context of the task 
(p. 14). Huesmann (p. 24), Mumpower (p. 84), 
and Payne (p. 390) appear to concur. What is 
being suggested is that we, as accounting re- 
searchers, may begin better to understand ac- 
counting/auditing decision making if we examine 
it in an evolutionary state. Unfortunately, such a 
series of studies is likely to be formidable. They. 
may require tolerance from promotion commit- 
tees and journal referees as authors work on the 
puzzle one small step at a time. 

A second point emerges from the discussants’ 
comments (particularly of the Wright and Ches- 
ley papers), Decision makers in accounting 
settings (and most real world situations) do not 
go from formal statements in mathematical terms 
to a decision process. Rather, they must evaluate 
verbal cues or take other quantitative cues and 
infer from them some mathematical statement in 
the proper form. This accounting research is 
inherently different from much of the literature; 
it adds a step to the typical laboratory research 
task—a step that, according to Wright and Ches- 
ley, is not a trivial one in understanding be- 
havior. 

If the papers making up the compendium and 
the related discussants’ comments are on target 
—and this reviewer feels that they are—then 
cognitive issues will continue to occupy the 
interest of accounting researchers in the future. 
However, the focus will shift more and more 
from paramorphic models to investigating in- 
formation processing behavior. This will bring 
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with it some very real concerns about the “soft- 
ness” of the research methodology. In this re- 
gard, the comments of the discussants may be 
reassuring. This will be particularly true of those 
of Hayes and Payne and the work of Elstein, 
Shulman, and Sprafka, cited by Johnson. 

As with its predecessor, this volume is likely to 
be a gold mine of ideas—particularly for the 
coming generation of researchers looking for 
areas to research. It affords the reader a chance 
to see how researchers with expertise in the 
behavioral area assess the problems occupying 
the accounting scene. Since the discussants ap- 
pear to have taken their jobs seriously, their 
comments merit consideration. Even those who 
disagree will find a worthy set of arguments 
against which to test their views. 

One can expect to see frequent citations to the 
papers and comments contained in this compen- 
dium in future issues of THE ACCOUNTING 
Review. Anyone interested in the cognitive area 
or interested in researching it will find the 
volume quite worthwhile. 

Jacos G. BIRNBERG 
Professor of Business Administration 
University of Pittsburgh 


Denzit Y. Causey, JR., Duties and Liabili- 
ties of Public Accountants (Homewood, 
Illinois: Dow Jones-Irwin, 1979, pp. xv, 
268, $19.95 paper). 


Essentially a revision and update of his earlier 
Duties and Liabilities of the CPA published in 
1973 and revised in 1976, this volume is expanded 
to include problems of tax practice. As in the, 
prior editions, there is extensive treatment of the 
seemingly ever-increasing exposure of public 
accountants to malpractice lawsuits, liability to 
clients and third parties, and criminal penalties. 

The book is presented in two parts. Part One 
is text material with questions and problems and 
suggestions for further reading. Chapters 1 and 2 
present a “historical sketch of the increasing. 
responsibility of public accountants.” Chapters 3 
through 9 present a thorough examination of 
“statutes, regulations, and court decisions” 
relating to the responsibilities and liabilities of 
public accountants. Chapter 10 presents sug- 
gested methods for “decreasing risks of loss for 
both auditors and users of their reports.” 

Part Two is a compilation of pertinent parts of 
leading court cases dealing with liabilities of 
public accountants. Chapters 11 through 14 
cover “Cases on Liability to Clients, Cases on 
Liability to Third Parties, Civil Cases under 
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Federal Securities Laws, and Cases on Criminal 
Liability,” respectively. 

There are also appendices containing sug- 
gestions for CPA examination preparation, 
answers to many of the questions in the text and 
other helpful, related information. 

` The major objective of the book, as stated in 

_ the preface, is to “provide for the accountant, 
lawyer, and student a current and comprehensive 
statement as to emerging patterns of civil and 
criminal liability of public accountants” with 
reprints of leading cases to allow.study without 
the “inconvenience of going to.a law library.” A 
second objective is to suggest ways in which ac- 
countants can increase their effectiveness and 
reduce risks of loss:to themselves and users of 
their reports. Both objectives are achieved in the 
book, although, as Causey observes, “Utopia 
may never be achieved.” 

As a basic text on the’ subject ‘of public ac- 
countants’ responsibilities or as a reference 
source for study of the legal cases on auditor 
liability, the book is excellent. It is very thorough 
and written in comprehensible language. It can 
also be used effectively as the text reference for 
professional development seminars for which the 
publisher makes available. the author’s supple- 


mentary discussion cases, questions, and partial. 


solutions. These materials are also appropriate 
for an auditing case-driented course. An in- 
structor’s manual with answers and the supple- 
mentary discussion cases is also. available. The 
text and supplementary material are therefore 
flexible enough for use by all of the different 
. groups who are vitally interested in the area. 
_ Some of the author’s criticisms of authoritative 
bodies and recommendations for action by the 
‘FASB offered in the book are controversial, but 
the general nature of the work is a factual and 
reliable analysis of official pronouncements and 
court decisions. 
Duties and Liabilities of Public Accountants is 

-a unique work which should be of significant 
interest to practicing accountants, attorneys, and 
` accounting educators as well as'to students i in ac- 
counting programs. 

TROY E. DANIEL 

Professor of Accounting . 

Mississippi State Uni versity 


. JOSEPH E. CONNOR and BURNELL H. DEVOS, 
JR., Editors, Guide to Accounting Con- 
_ trols: Establishing, Evaluating and Moni- 


toring. Control Systems (Boston: Warren, . 


l -Gorham and Lamont, 1979, pp. for total 
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‘series -xiv; 458, ten’ non-consecutively 
paginated ‘paperbound booklets in a 
` three-ring notebook binder, $84.00). 


This series of booklets presents an approach 
for reviewing, evaluating, and testing internal 
control systems. The series was adapted from 
material developed internally by Price Water- 


house & Co.; the editors are Chairman and Vice 


Chairman, respectively, of that firm. The princi- 
pal source for the current series is a prior series 
of 11 professional development audit guides 
issued in 1970 and 1971 for use-by Price Water- 
house & Co. staff members. The current series 
has been modified to reflect current events and 
experience in the firm’s professional practice 
during the 1970s. ` 

A major thrust of the series is to present con- 
cepts and approaches which will assist com- 
panies in complying with the internal control 
requirements of the Foreign Corrupt Practices 
Act. The intended audience is external auditors, 
internal auditors, audit committees, and cor- 
porate management. 

The physical form for the series is ten paper- 
bound booklets in a three-ring notebook binder. 
The first booklet contains a two-page preface to 
the series and an approximately one-page outline 
of each of the other nine booklets. The subject 
booklets are numbered from one to nine and 
titled (1) Introduction, (2) Financial Reporting, 
(3) EDP, (4) Revenue and Receivables, (5) Pro- 
duction Costs and Inventories, (6) Productive 
Assets, (7) Purchases and Payables, (8) Employee 
Compensation and Benefits, and (9) Financial 
Management. 

The series is designed to be a convenient self- 
contained reférence tool for auditors in the field 
who are attempting. to evaluate controls in a 
particular area. An auditor who is familiar with 
the overall control evaluation framework de- 


‘scribed in Booklet 1, Introduction, might only 


need to employ and consult the individual. book- 
let pertaining to the audit area he is working in. 
This design has resulted in a certain repetitive- 
ness in the booklets. For example, Booklets 2 
and 4-9 all contain the same definition and ex- 
planation of internal accounting control. . 
Booklet 1, Introduction, explains the under- 
lying philosophy for the series. It describes Price 
Waterhouse & Co.’s overall approach to control 
evaluation which can best be summarized as a 
top-down, objectives-oriented approach. With 
this approach, distinctions between internal ac- 
counting and administrative controls are not 
particularly. significant since the evaluation 
focuses on whether the system’s objectives have 
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been met. The booklet contains an excellent 
summary and synthesis of existing accounting 
literature in the internal control area. The unique 
feature of this booklet is the 25-page description 
of a “practical” approach to cost-benefit analysis. 
While employing a non-technical methodology, 
this section addresses the very difficult question 
of how to assign dollars to costs and benefits 
flowing from a potential control “weakness” to 
evaluate whether corrective action is necessary. 
Specific examples are given which, unfor- 
tunately, ignore important concepts such as 
probability and the time value of money. The use 
of marginal analysis to determine the optimum 
level of controls when multiple control possi- 
bilities exist is also-illustrated. This is the only 
booklet that non-accountants such as corporate 
management and audit committees will find 
easily readable and useful since the remaining 
booklets all discuss internal controls in more 
depth than most non-accountants would be com- 
fortable or familiar with. 

Booklets 2 through 9 discuss in detail the 
process for evaluating internal accounting con- 
trols in the various areas indicated by the titles of 
the booklets. The booklets generally follow the 
following format: (a) provide an outline of the 
evaluation process in the area addressed by the 
booklet, (b) list the general internal accounting 
control objectives for the area, (c) list factors 
that may influence controls in the area due to the 
unique characteristics of the business, (d) discuss 
administrative control considerations, (e) discuss 
internal accounting controls for the area, (f) pro- 
vide some examples of how cost-benefit analysis 
could be applied to controls in the area, and (g) 
discuss how compliance tests for controls in the 
area could be designed. 

The series is clearly written and should prove 
extremely useful to those wanting to employ 
Price Waterhouse & Co.’s approach to evaluating 
internal accounting controls. The only closely 
related current literature of which the reviewer is 
aware is Arthur Andersen & Co.’s 1978 book, A 
Guide For Studying and Evaluating Internal 
Accounting Controls. While differing signifi- 
cantly in form, the Arthur Andersen book con- 
tains many related concepts. The major criticism 
of the series is that it has, perhaps, evolved too 
heavily from the prior in-house material of Price 
Waterhouse & Co. which, although field-tested, 
does not utilize important theoretical concepts 
such as the time value of money, probability 
theory, and mathematical programming tech- 
niques. This is apparently another case of prac- 
tice trailing theory. On balance, however, the 
series represents a timely and significant contri- 
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bution toward documenting in the accounting, 
literature the current practices of a multinational 
accounting firm in reviewing, evaluating, and 
testing internal control systems. 

Tuomas E. MCKEE 

Associate Professor of Accounting 
East Tennessee State University 


WILLIAM W. Cooper and Yun Isrri, Edi- 
tors, Eric Louis Kohler: Accounting’s 
Man of Principles (Reston, Virginia: 
Reston Publishing Co., 1979, pp. viii, 248, 
$12.95). 


The opportunity to review this book has been a 
particularly pleasurable experience for at least 
two reasons. For one, the editors have fashioned 
a superb product. The other reason is personal, 
for as one of those fortunate individuals whose 
career crosses that of Eric Kohler’s, I had the 
opportunity to know him for almost a quarter of 
acentury and to interact with him on numerous 
occasions. Before my first personal encounter 
with Kohler, I had used his auditing text, Audit- 
ing, An Introduction to the Work of the Public 
Accountant, for a basic auditing course I taught 
while on the faculty of the University of Mon- 
tana. Many years later, while Head of the 
Department of Accountancy at the University of 
Illinois at Urbana-Champaign, I arranged for him 
to serve as a visiting professor one semester, pro- 
viding him the opportunity to interact with able 
accounting graduate students, something which 
he loved to do. 

The concept upon which this book is 
organized, explained in the preface, is both in- 
triguing and most appropriate. It is biographical 
in the usual sense of the word. But it also pro- 
vides a unique history of the development of ac- ` 
counting principles and extensions of auditing 
using the setting of the life and time of Eric 
Kohler. This approach worked well because 
Kohler’s adult life paralleled the development of 
accounting principles and refinements in audit-: 
ing; in fact, almost every significant event in 
securing for the profession the position it holds 
today occurred during Kohler’s lifetime. 

Cooper and Ijiri have served both in the role 
of editors and contributors to the mosaic they 
have developed. No fewer than 14 contributors 
are represented in the 14 chapters that provide a 
history of accounting from the 1920s to the 
present. Many of the contributors focused 
directly upon Eric Kohler, who is clearly a very 
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important part of that history. For example, we 
see him as a controller of the Tennessee Valley 
Authority. Again, we see him as controller of the 
Marshall Plan. And again, we see him in various 
roles (many of which would today be regarded 
as activist roles) with the American Accounting 
Association, where he was immersed in events 
that make so very evident his lifelong pre- 
occupation with the development of accounting 
principles and the improvement of the account- 
ing profession. 

The book has a pleasing balance between 
anecdotes in the life of Eric Kohler and what 
might be called the landmark events, so that the 
reader will readily catch the spirit of the man 
while, at the same time, becoming familiar with 
the various formative events that have con- 
tributed to the profession we know today. The 
book concludes with a section entitled “The 
Future,” where a series of articles, largely con- 
tributed by the two editors, sketch out some new 
refinements and extensions of accounting and 
auditing in the future. These are obviously 
offered in the spirit of a man who devoted his life 
to improving accounting and auditing in every 
respect and serve as a fitting conclusion to the 
book. 

Anyone who picks up this book will be well re- 
warded. If he has even a small interest in the 
historical perspective of the accounting profes- 
sion, the book provides quite succinctly a sweep 
of the development and experiences that span 
both the private and public sectors over the past 
half century. Further, if the reader is among 
those who knew Eric Kohler as a friend, he may 
find himself trying to recall bits and pieces of 
conversations with Eric Kohler. He might even 
conclude with me that his first and last conversa- 
tions were similar, save for the specific subject 
involved. One could always be sure that the con- 
versation would focus upon some problem or 
development currently affecting the accounting 
profession and Kohler’s appraisal of it. To the 
end, Kohler maintained an unrelenting interest 
in and commitment to the profession to which 
he fully dedicated his life. 

Cooper and Ijiri are to be strongly commended 
for their fascinating and inspired effort. Eric 
Kohler would have been greatly pleased with this 
tribute identifying the broad scope of his ac- 
counting career, as well as his significant con- 
tributions to the improvement of virtually every 
aspect of this profession that marks him as one of 
the commanding figures of his time. 

E. Joe DEMARIS 
Professor of Accounting 
North Texas State University 
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F. CLIVE DE PAULA and F. A. ATTWOOD, 
Auditing: Principles and Practices, Fif- 
teenth Edition (London: Pitman Publish- 
ing Limited, 1976, pp. x, 374, £5.95). 


This book is written by two British authors and 
is intended for both auditing students in the 
United Kingdom (U.K.) and practicing chartered 
accountants, Since its first edition was published 
in 1914, the primary purpose of the book has 
been “to provide for students a textbook dealing 
with the general principles upon which all audit 
procedures should be based.” The current edi- 
tion has been extensively revised to incorporate 
the recent development of the “systems audit” 
approach. The incorporation of systems auditing 
is particularly evident in Chapter 3 (Recording 
Systems), Chapter 4 (Evaluating Systems), Chap- 
ter 5 (Auditing Transactions), and Chapter 6 
(Auditing Computer Systems). The title of the 
new edition, Auditing: Principles and Practices 
also reflects a major revision from the previous 
title, The Principles of Auditing. The new edition 
is “designed to provide both an understanding of 
the principles of auditing and an insight into the 
manner in which these principles are applied in 
practice within the larger professional auditing 
firms.” The authors have attempted to “temper 
auditing theory with a strictly practical ap- 
proach” in hopes of assisting equally both stu- 
dents and the practitioner who is unfamiliar with 
the “systems” approach to auditing. 

The authors demonstrate an exceptional knack 
for introducing auditing concepts in a clear, 
straightforward manner. Unfortunately, after an 
all-too-brief introduction to a topic, it is often 
dropped entirely or merely followed by a lengthy 
checklist taken from actual practice or-a quote 
from the authoritative literature. Topics are not 
developed to the point where students can under- 
stand the philosophy and environment of audit- 
ing or appreciate the detailed auditing tech- 


‘niques. For example, in Chapter 5 the topic of 


statistical sampling is introduced. A total of four 
pages are devoted to introducing the topic and 
defining important terms. What is presented is 
very well written. The definitions and discussion 
are clear and concise. However, there are no 
examples of statistical sampling techniques and 
no further discussion of the topic in the textbook. 
Also, there are no examples or illustrations of 
working papers, bank confirmation requests, 
positive and negative receivable confirms, etc. 
Chapter 4 is devoted to the topic of Evaluating 
Systems. Less than one-sixth of the chapter is 
devoted to discussion of the topic. The re- 
mainder of the chapter consists of a quote from 
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the authoritative literature and a sample ques- 
tionnaire asking over 360 questions on internal 
control. In total, over 57 percent of the book is 
composed of lengthy checklists, questionnaires, 
sample programs, quotes from authoritative 
literature, etc. Unfortunately, student under- 
standing is not easily obtained by wading through 
extensive recitations of authoritative pronounce- 
ments or lengthy checklists developed by audit- 
ing: firms for practical use. Students need as- 
sistance in bridging the gap between the authors’ 
all-too-brief introduction of a topic and under- 
standing and appreciation of its applicability to 
actual practice. 

For the American accountant, the book offers 
an excellent opportunity to obtain a familiarity 
with auditing as it exists in the U.K. The book is 
not specifically designed to compare and con- 
trast auditing in the U.S. versus the U.K.; how- 
ever, a reader of the book is inevitably drawn 
into making comparisons. Most topics discussed 
from the U.K. perspective should be familiar to 
the American auditor: auditor qualifications, 
legal responsibilities, audit planning, interim 
work, internal control, systems auditing, audit 
evidence and audit techniques, EDP systems, 
auditors’ reports, and special audits. Among the 
notable differences are: the use of the phrase 
“the accounts give a true and fair view” in the 
opinion paragraph of the auditors’ report; the 
naming of the actual auditing firms involved in 
legal liability cases, and the requirement that the 
principal auditor must take responsibility for the 


work of another auditor involved in a consolida- - 


tion. Appendix A is an invaluable guide for a 
person with a specific accounting, auditing, or 
legal responsibility problem. It lists the official 
pronouncement of the Institute of Chartered Ac- 
countants in England and Wales in each of these 
areas. 

The textbook itself differs from American 
auditing texts in that it has no discussion (or a 
very limited discussion) of the auditing profes- 
sion, auditing firms, professional ethics, and 
statistical sampling. In addition, two of the 12 
chapters (plus 78 pages of Appendix C) deal 
specifically with accounting—not auditing. 

In summary, while the current edition does 
reflect the recent emphasis on systems auditing, 
few topics are discussed in enough detail to pro- 
vide students with a clear understanding of the 
underlying concepts. The list after list quoted 
from actual auditing firm manuals or quoted 
from authoritative pronouncements may be 
valuable to the practicing chartered accountant. 
However, to serve as an auditing text, the book 
would require an experienced instructor in audit- 
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ing who could further develop the auditing 
theory and provide examples and illustrations 
better suited to understanding the concepts. In 
addition, a supplemental source of problem and 
case material would be needed. The text con- 
tains no end-of-chapter questions, problems, 
cases, etc. The book would make an interesting 
addition to the library of any accountant inter- 
ested in auditing in the U.K. 

ROBERT P. DERSTINE 

Associate Professor of Accounting 
Villanova University 


NIGEL A. EastawAy and EDWARD P. 
MAGRIN, Utilising Company Tax Losses 
and Reliefs (London: Institute of Charter- 
ed Accountants in England and Wales, 
1979, pp. ix, 289 £9.50). 


This book is one of a series of taxation guides 
published by the Institute of Chartered Ac- 
countants in England and Wales (Chartac). The 
guides are designed for use by tax practitioners 
in the United Kingdom. 

The book is not an elementary one. It assumes 
familiarity with tax laws in the United Kingdom 
such as the advance corporation tax (ACT) and 
capital allowances. Although some definitions 
are provided throughout the book, there is no 
glossary of terms. U.S. readers who have some 
knowledge of taxation in the United Kingdom 
must also be able to decipher expressions such as 
“company reconstructions,” which are roughly 
equivalent to corporate reorganization and 
division in the U.S. 

There are many other expressions which may 
be unfamiliar to U.S. readers such as “paper for 
paper roll-over relief” (when new shares of a 
corporation are received in exchange for old 
shares, the new shares have a basis equivalent to 
that of the old shares) and “tradizig losses” 
(operating losses). In short, the book is difficult 
for a U.S, reader to understand unless the reader 
is completely familiar with tax laws and expres- 
sions in the United Kingdom. 

The subject of the book is the best methods of 
timing and using company tax losses and reliefs 
under U.K. tax laws. Reliefs may be credits, 
deductions, or lower rates of tax. The first chap- 
ter deals with trading losses. There are other 
chapters on capital allowance (under the U.K. 
system of taxation, capital allowances are sub- 
stituted for depreciation) and stock relief (tax 
deferral permitted when inventory increases). A 
chapter on miscellaneous losses and charges 
includes a fascinating discussion of “Swiss 
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Roundabouts,” the use of a Swiss subsidiary to 
obtain interest deductions. 

There are chapters on capital losses, invest- 
ment companies (which include savings banks, 
company reconstructions (reorganizations and 
division), group relief (use of tax deductions by 
a group of related companies), group capital 
losses, advance corporation tax and franked 
investment income, double taxation relief 
(foreign tax credits), and property development 
losses. In several of these chapters, the reader 
is referred to other Chartac Taxation guides for a 
more: extensive discussion of the subject in- 
volved. 

The book identifies all of the options available 
to a corporation in the United Kingdom in timing 
claims for corporate tax reliefs. It has many 
numerical examples to explain the computations 
involved, and it explains in detail the procedures 
for claiming refunds, including sample letters to 
the Inland Revenue Inspector of Taxes. The 
entire book is well-referenced to the tax laws 
and cases. 

The book is no doubt a valuable one for tax 
practitioners in the United Kingdom. It should 
also be valuable to U.S. practitioners who have 
a good working knowledge of the corporate tax 
system in the United Kingdom and who need to 
know more about methods of using corporate tax 
losses and reliefs in order to take maximum 
advantage of the tax laws in the U.K. 

Susan NORDHAUSER 
Assistant Professor of Tax Accounting 
The University of Texas at San Antonio 


Ray H. Garrison, Managerial Accounting: 
Concepts for Planning, Control, Decision 
Making, Revised Edition (Dallas, Texas: 
Business Publications, Inc., 1979, pp. xv, 
730, $15.15). 


As a long-time user of several of the more 
popular managerial accounting texts, this re- 
viewer approached Garrison’s text with a healthy 
skepticism. Did the author really expect to pro- 
duce a text that would equal the caliber of and 
successfully compete with the established leaders 
in the managerial accounting area? In the pre- 
face to this edition, the author claims, “This text 
is designed for a one-term course in managerial 
accounting, to be used by students who have 
already completed one or two terms of basic 
financial accounting.” This may be interpreted to 
mean either an introduction to managerial ac- 
counting principles for all business majors or a 
full-fledged managerial accounting course de- 
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signed for the accounting major. A careful re- 
view confirms that indeed the text can serve 
either purpose and is a viable alternative to texts 
currently being used in such courses. 

Those who used the first edition will be in- 
terested in what changes the author appears to 
have made in this revision. The addition of color 
and shading to the textual material and illustra- 
tions definitely improves the readability of the 
text. The author has also introduced a section at 
the end of each chapter which he titles “Key 
Terms for Review.” These lists remind the reader 
of those concepts that have been examined in 
each respective chapter, certainly a useful addi- 
tion. A particularly positive change is in the in- 


creased quantity and quality of problem ma- 


terial. Many of the best problems from the first 
edition have been retained with only minor 
revisions in names and amounts, while the new 
problems added provide an increased flexibility 
in planning the rigor of the coverage desired by 
individual instructors. Last, but not of least im- 
portance, is the elimination of major portions of 
two chapters and substantial revision of several 
others. The net result is a shorter text with a 
number of important concepts from the revised 
or eliminated chapters retained in appendices. 
These may readily be included or excluded at the 
discretion of the instructor. In this case, shorter 
is better. 

For those considering the use of this text for 
the first time, the following discussion indicates 
the basic design of the text and notes certain 
strengths and weaknesses. 

The general thrust of the text is on internal 
uses of accounting data by managers. To that 
end, the author introduces the reader to mana- 
gerial accounting fundamentals after first briefly 
examining the perspective of managerial ac- 
counting. This introduction of fundamentals is 
accomplished in a traditional manner through 
the examination of cost terminology, concepts 
and classifications. The basic costing systems 
used in accumulating product costs and in 
examining cost behavior patterns along with 
cost-volume-profit relationships are considered 
in Part One of the text. 

If the course for which Garrison’s text is being 
considered occurs in the academic program sub- 
sequent to completion of a principles of manage- 
ment course, the need for Chapter 1 is largely 
obviated. 

Most topics in Part One of the text are quite 
adequately and effectively covered. The princi- 
pal exception is process costing. This was a 
major criticism of the first edition, and users 
were assured that this deficiency would be 
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remedied. While the revision is an improvement, 
the discussion of process costing is hardly on a 
par with the remainder of the text. Unless course 
instructors effectively supplement the materials 
on process costing, students are unlikely to 
properly comprehend this complex topic. 

In Part Two, the author directs attention to the 
managerial uses of accounting data. Concepts 
considered here include: Segment reporting, 
contribution costing, profit planning, standard 
costs, flexible budgets, overhead analysis, rele- 
vant costs in nonroutine decisions, pricing, and 
capital budgeting. 

The adequacy of coverage in Part Two is quite 
acceptable with good, clear explanations and 
examples of most concepts presented. 

The reviewer would have been more comforta- 
ble with a more comprehensive examination of 
the problems associated with establishment of 
the standards and standard costs used in measur- 
ing performance. Some users may prefer to con- 
sider tax effects associated with relevant costs 
in nonroutine decisions; however, more users 
will prefer to ignore the tax effects at the outset 
and wait to consider tax effects when the author 
gets to them in the second chapter on capital 
budgeting. Although the reader is repeatedly 
warned, and properly so, of the dangers inherent 
in considering allocations of joint costs in proces- 
sing decisions, the author fails to adequately 
describe or explain the process of allocating joint 
costs. 

Instructors using this text in a course for which 
prerequisites include completion of required 
economics and marketing courses will probably 
. find the chapter on pricing decisions largely 
superfluous. 

-The capital budgeting chapters are well done 
with clear, to-the-point explanations and exam- 
ples. Coverage is comprehensive but not burden- 
some. Some users will be displeased with the 
author's failure to include a discussion of the 
problems inherent in comparing mutually exclu- 
sive investments involving different amounts of 
investment and/or different project lines. 

Part Three appears to contain chapters which 
the author believed essential to make the text 
more useful or more marketable but which fail to 
fit in the first two parts of the text. Here he 
examines service department cost allocations 
and financial statement analysis. While the dis- 
cussion of service department cost allocations 
certainly deserves to be covered in a managerial 
accounting text, the introductory level discussion 
of financial statement analysis would appear to 
belong in a financial accounting or basic finance 
text. The introductory presentation of the state- 
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ment of changes in financial position also seems 
more appropriate for coverage in a financial ac- 
counting text. Were such introductory presenta- 
tions assured, the author could have concen- 
trated his attention on the managerial uses of 
financial statement analysis and statements of 
changes in financial position. If a potential user 
desires such coverage of financial accounting 
topics, the presentation here is quite adequate. 

One area which was not covered but should be 
is distribution costs, including both order-getting 
and order-filling costs. This area of cost incur- 
rence grows more significant each year, yet cost 
planning and control efforts are still directed 
primarily at production costs. This may well be 
due in part to the way authors of managerial ac- 
counting texts have largely ignored this signifi- 
cant business function and its related costs. 

As indicated earlier, the Revised Edition of 
Garrison’s text is well done and worthy of can- 
sideration as an alternative to the more popular 
managerial accounting texts available today. The 
general thoroughness and precision of the con- 
cepts presented make it a text which even rela- 
tively inexperienced instructors can use ef- 
fectively. Garrison’s Managerial Accounting 
should prove adequate as the primary text for 
either the managerial section of an accounting 
principles course or in a comprehensive course 
for accounting majors. 

ROBERT E. BENNETT 
Associate Professor of Accounting 
Northern Illinois University 


PAUL A. GRIFFIN, Editor, Financial Report- 
ing and Changing Prices: The Con- 
ference (Stamford, Connecticut: Finan- 
cial Accounting Standards Board, 1979, 
pp. ix, 242, $10.00). 


This book contains the proceedings of the 
FASB’s Conference on Financial Reporting and 
Changing Prices that was held in New York City 
on May 31, 1979; it also contains the interim 
reports of task groups formed by the FASB to 
identify measurement and disclosure problems 
of inflation accounting that are unique to six 
specialized industries—namely, banking, forest 
products, insurance, mining, oil and gas, and real 
estate. The stated purpose of the conference was 
to call attention to the urgent need for more 
adequate disclosure of the effects of inflation on 
business operations. Consistent with this pur- 
pose, the proceedings entail more of a dissemina- 
tion of existing knowledge rather than a con- 
tribution of new knowledge. 
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The book is organized into a preface, six parts 
which constitute the conference proceedings, 
and three appendixes. The preface contains a 
succinct summary of the proceedings by the 
editor (Paul A. Griffin). Part 1 contains a paper 
on the impact of inflation on aggregate profits 
and economic activity by an economics professor 
(Paul W. McCracken), as well as general com- 
ments by the FASB Chairman (Donald J. Kirk). 
Part 2 contains papers on the effects of inflation 
on management decisions by a board chairman 
(David M. Roderick), a vice-president/comp- 
troller (Thomas O. Thorsen), and an accounting 
professor (Alfred Rappaport). Part 3 contains 
papers on the impact of inflation on decisions of 
financial statement users by a portfolio manager 
(Robert A. Malin), a business economist (Edgar 
R. Fiedler), and a bank loan officer (James R. 
Waterson). Part 4 contains prepared comments 
by the SEC Chairman (Harold M. Williams) as 
well as an extemporaneous dialogue between 
Kirk and Williams. Part 5 contains comments 
and recommendations by representatives of each 
of the six industry task groups, and largely 
duplicates the interim reports of these groups. 
Part 6 contains a summary by the FASB research 
and technical activities director (Michael O. 
Alexander) of the major issues and remaining 
steps to be undertaken by the FASB prior to the 
issuance of the final pronouncement on inflation 
accounting. Finally, the three appendixes con- 
tain, respectively, a summary of the principal 
issues raised by conference participants during 
discussion periods, a summary of the proposed 
pronouncement by the FASB, and the complete 
interim reports of the six industry task groups. 

Whether intended or not, one overriding 
theme of the conference appears to be that the 
effects of inflation should be recognized ex- 
plicitly in the financial statements, not so much 
for the benefit of stockholders and creditors, but 
- rather for the benefit of political leaders and the 
public. This theme is developed initially by 
McCracken, who notes (pp. 8-13) that, in the 
highly inflationary decade now ending, the over- 
statement of reported profits under conventional 
historical cost accounting has led to excessively 
high business income tax rates and a short-fall in 
capital formation. Williams notes (pp. 73-74) the 
presence of public confusion due to conventional 
historical cost accounting, as manifested by 
corporations complaining of inadequate profits 
while the public, labor unions, and some political 
leaders complain of excessive profits; like Mc- 
_ Cracken, Williams is also concerned (p. 73) that 
American industry is not generating and retain- 
ing sufficient funds to replace existing capacity, 
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let alone expand, and that some firms are ac- 
tually paying dividends out of capital. Both 
McCracken (p. 14) and Williams (pp. 83-84) hope 
that by giving explicit recognition to the effects 
of inflation-in financial statements, the exces- 
sively high rate of business income taxation and 
resulting short-fall in capital formation will be 
highlighted and lead to the enactment of cor- 
rective tax policies. 

Thus, both McCracken and Williams appear to 
favor a sociological approach to the development 
of accounting principles, whereby the explicit 
recognition of the effects of inflation is justified 
principally by the assumed beneficial results on 
business income tax policy and capital. forma- 
tion. Unfortunately, the assumption underlying 
this approach—namely, that the rate of business 
income taxation will be lowered once the effects 
of inflation are explicitly recognized in financial 
statements—is not seriously examined by either 
McCracken or Williams, nor does either examine 
the equity implications of such adjustments in tax 
policy. 

This sociological approach to the development 
of accounting principles is of particular interest 
when examined in juxtaposition to the investor- 
and creditor-oriented behavioral approach that 
has been used so far to underlie FASB pro- 
nouncements. Recall that in Statement of Finan- 
cial Accounting Concepts No. 1, “Objectives of 
Financial Reporting by Business Enterprises,” 
the FASB states (pars. 28, 37) that the major 
purpose of financial reporting is to provide in- 
formation to help investors and creditors assess 
the amounts, timing, and uncertainty of prospec- 
tive cash flows. Both the portfolio manager 
(Malin, p. 48) and the bank loan officer (Water- 
son, p. 62) question the usefulness to investors 
and creditors, respectively, of either current cost 
or constant dollar financial statements relative to 
conventional historical cost financial statements. 
Several of the task groups (e.g., banking, p. 145; 
and insurance, p. 173) also question the useful- 
ness to investors and creditors of either current 
cost or constant dollar financial statements. In- 
deed, given this questionable usefulness to 
investors and creditors, Williams implies (p. 75) 
that the FASB might be advised to reconsider 
its investor- and creditor-orientation prior to 
issuing a pronouncement on inflation ac- 
counting. . 

The interim reports of the six industry task 
groups detail some of the measurement prob- 
lems of current cost accounting. Three of the six 
groups (banking, p. 145; insurance, p: 172; and 
mining, p. 194) favor constant dollar accounting; 
the other three groups (forest products, p. 158; 
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oil and gas, p. 221; and real estate, p. 239) favor 
various approaches to current cost accounting, 
depending upon the nature of the assets and their 
intended use. Given the broad similarity between 
the mining and oil and gas industries, the widely 
disparate conclusions of the groups for these two 
industries remains one of the major unresolved 
issues of the conference. 

Interesting comments were made throughout 
the conference about the rule-making process 
underlying the development of accounting 
principles. Rappaport calls (p. 42) for the com- 
patibility of financial reporting and managerial 
analysis, and argues that financial reporting 
should follow rather than lead management ac- 
counting; he calls for self-starting experimenta- 
tion by firms and industry groups, rather than 
mere reaction to FASB and SEC initiatives. 
Thorsen alludes (p. 29) to the extended contro- 
versy on inflation accounting and notes disap- 

- pointment that the development of consensus has 
been so elusive. On the other hand, instead of 
building a consensus, Williams urges (pp. 67-69) 
the FASB to provide aggressive leadership and 
the accounting profession and corporate com- 
munity to provide enlightened followership, in 
order that the development of accounting princi- 
ples might remain in the private sector; he sug- 
gests (p. 82) that no one approach to inflation 
accounting will be acceptable to all, and that to 
wait for a consensus to develop is to wait in- 
definitely. Finally, Kirk concludes (p. 82) that 
there is a need for an arbitrary (but presumably 
not Capricious) pronouncement on inflation ac- 
counting and, besides deciding upon the specifics 
of that pronouncement, a major question is 
whether the pronouncement will evolve from the 
private sector or from the SEC. 

In summary, the proceedings reported in this 
book represent a sociological approach to the 
development of accounting principles for infla- 
tion. The book itself represents a convenient 
collection of papers and reports detailing the 
controversies surrounding inflation accounting 
and, as such, partially achieves the stated pur- 
pose of the conference—namely, to call atten- 
tion to the need for more adequate disclosure of 
the effects of inflation. Professors might find the 
book a useful vehicle for introducing the issues to 
graduate and advanced undergraduate students. 
Others with a research interest in the subject will 
no doubt find the proceedings worthwhile read- 
ing, particularly the interim reports of the six 
industry task groups. 

HuGo NURNBERG 
Professor of Accounting 
Michigan State University 
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MALVERN J. Gross, JR. and STEPHEN F. 
JABLONSKY, Principles of Accounting and 
Financial Reporting for Nonprofit Organi- 
zations (New York: The Ronald Press, 
John Wiley & Sons, Inc., 1979, pp. xv, 
415, $17.50). 


This is the classroom version of Gross and 
Warshauer’s Financial and Accounting Guide 
for Nonprofit Organizations, Third Edition (here- 
after referred to as the Guide), a book which was . 
reviewed in the January issue. Even though their 
intended audiences differ, the two books are 
strikingly similar. The “recipe” for transforming 
the Guide into a pedagogical tool consists of the 
following four steps: 


1. Retitle, restructure, and partially rewrite 
the introductory chapter. To demonstrate 
that the need for the text extends beyond 
the concerns of treasurers and chief execu- ` 
tive officers of nonprofit organizations, 
Chapter 1 becomes “The Perspective of the 
Board of Trustees.” 

2. Delete ten and one-half chapters and the 
appendix. (The first half of the Guide's 
Chapter 24 on investments is relocated as 
an appendix to the textbook’s Chapter 11.) 
Comprising approximately one-third of the 
Guide’s subject matter, the major topics 
omitted from the textbook include internal 
control, independent audits (treated briefly 
in the revised Chapter 1), tax and com- 
pliance reporting requirements, and book- 
keeping. While this step was likely moti- 
vated by economic considerations (i.e., an 
attempt to maintain a reasonable price), the 
removal of these subjects lessens the book’s 
utility for practitioners, identified by the 
authors in the preface as one of the three 
principal groups of intended readers. Of 
course, these individuals may already own 
the Guide, 

3. Juggle (and in some instances retitle) the 
remaining 19 chapters. Although the order 
of presentation differs, the material 
covered in Chapters 2 through 20 in the two 
books is identical. Not only are the subjects 
the same, the words are exactly the same. 

4. Add questions and case studies as needed. 
Include a complimentary instructor's 
manual to make life easier for the profes- 
sor. Some instructors may be disappointed 
with the case studies. Rather than delving 
into some new area or providing additional 
situations for analysis, a case study typically 
consists of a series of questions about the 


Book Reviews 


financial. statements which were used for 
illustrative purposes in a particular chapter. 


Change the color of the hardbound cover from 
gray and green to orange and maroon, and you 
have a textbook on financial accounting for non- 
profit nongovernment entities. Because it avoids 
the mechanical and heavily technical issues, the 
book likely would succeed in courses taken by 
both segments of the student population for 
whom it is designed: accounting majors and 
those in other disciplines who need an under- 
standing of this material to be more effective 
professionals in their chosen fields. 

The existence of this text raises one further 
issue: efficient utilization of resources in the pub- 
lishing industry. Certainly, there is a movement 
toward offering a course in accounting for non- 
profit organizations. Certainly the material in 
the Guide is a good choice for such a course. But 
why do we need an entirely “new” publication 
‘when so much duplication is involved? Even if 
the new chapter ordering is better, could not the 
same thing have been achieved by informing 
instructors of the preferred sequence (most in- 
structors have their own ideas on this, anyway) 
and then publishing the questions and case 
studies in a separate, paper-bound volume? This 
“problem supplement” would only have been 50 
pages long. 

RAYMOND J. KRASNIEWSKI 
Associate Professor of Accounting 
and Public Administration 
The Ohio State University 


A. E. HAMMILL, Simplified Financial State- 
ments (London: The Institute of Charter- 
ed Accountants in England and Wales, a 
study prepared for the Accounting Stan- 
dards Committee, 1979, pp. 106, £4.95). 


This study was commissioned by the Research 
Committee of the Institute of Chartered Accoun- 
tants in England and Wales to consider: 


1. Whether companies should be allowed to 
send simplified financial statements to 
shareholders in place of the full report 
which could be obtained on request. 

2. Whether such simplified financial state- 
ments should bear an audit opinion and 
what these statements should contain in 
order to give a true and fair view. 

3. Whether it would be possible to devise one 
simplified statement that would suit the 
needs of both shareholders and employees. 
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Four main conclusions and six recommenda- 
tions are based on an analysis and synthesis of a 
review of current literature, an examination of 
current “simplified” reports, and a survey of a 
cross-section of 52 knowledgeable users, These 
conclusions indicate: (1) there is substantial sup- 
port for developing a simplified version of finan- 
cial statements; (2) there is no pressure for 
auditors to be involved in these statements and it 
is not possible to express an opinion on their 
truthfulness and fairness; (3) existing financial 
statements contain information which the users 
do not need and do not understand, and do not 
contain all the information that shareholders and 
employees need; and (4) current employee 
reports are largely irrelevant to employee needs. 
Accordingly, the author recommends: all limited 
companies should be encouraged to issue simpli- 
fied financial statements on a voluntary basis to 
meet the needs of unsophisticated users and to 
eventually replace the full report; the Account- 
ing Standards Committee should draw up a 
guideline on the contents of the statements and 
compile a dictionary on all accounting terms; 


‘there should be no audit opinion on the state- 


ments until they are given legal status; and a 
major research study into user needs should be- 
undertaken. 

The word “simplified” is used “to embrace 
both the reduction in the volume of disclosure, 
and improved methods of presentation” of the 
current financial statements (p. 11). Accord- 
ingly, simplified financial statements could pre- 
sent the essential features of financial results and 
fulfil a stewardship role of safekeeping of the 
company’s resources. These statements should 
contain: (1) a numeric statement of profitability, 
(2) a narrative review, (3) a balance sheet, and 
(4) trend charts (p. 76). However, notes to finan- 
cial statements should normally be excluded — 
(p. 81). Consequently, simplified statements 
would be more relevant and understandable to 
lay or unsophisticated users, 

If one of the major roles of a company is to 
report to its shareholders and lay users the essen- 
tial features of its financial results concerning 
the stewardship role of safekeeping of resources, 
and not to provide sufficient relevant informa- 
tion for decision-making, the autlior has astutely 
explained his case and has provided a viable 
alternative to the difficult problem of communi- 
cating information to unsophisticated users. 
However, it is difficult to understand the reason 
for not selecting, from, the full financial state- 
ments which contain both stewardship and 
decision-making information as indicated 
throughout the study, the information that. ‘is’ > 
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essential for users to make their investment 
decisions. The author attempted to support his 
reasoning by citing certain studies (pp. 24-25) 
which I found to be unconvincing. It is difficult 
to distinguish decision-making and stewardship 
' information and, in any event, assessing whether 
a company has properly discharged its steward- 
ship function is in itself a decision. Consequently, 
this study seems to be overly concerned with the 
traditional and legalistic stewardship aspect of 
financial reporting. 

Overall, this study presents an interesting view 
on the issue of providing specific financial state- 
ments for specific users. Those who are in- 
terested in the problems of financial reporting 
should find the study worth reading. 

War P. LAM 
Professor of Accounting 
University of Windsor 


LEO HERBERT, Auditing the Performance of 
Management (Belmont, Calif.: -Wads- 
worth, Inc. (Lifetime Learning Publica- 
tions) 1979, pp. xvii, 476, $24.95). 


The outstanding feature of this text is the ac- 
companying cases and illustrations. . Drawing 
upon his past experience as a director in the U.S. 
General Accounting Office (GAO) the author 
has assembled a variety of interesting material 
motivated, in large part, by actual GAO audits. 
The book represents an important pedagogical 
contribution in helping to add more immediate 
relevancy to the study of performance auditing. 

The emphasis of the book is on a conceptual 
approach to performance auditing that has 
developed out of the early work in the 1960s by 
the Office of Staff Management of the GAO. 
Recognizing that the resulting logical structure 
is not unique to governmental auditing, the 
author has considered all types of management 
activities for both commercial and. non- 
commercial functions, This leads to the author’s 
focus on independent audits for third parties 
concerned with the efficiency and economy of 
operations (management audits) and the effec- 
tiveness of organizational functions (program 
audits). 

It is the intention of the author to provide an 
introductory text and reference sources for 
auditing students and a wide variety of profes- 
sional readers. Consequently, the more knowl- 
edgeable auditing-oriented reader will find that 
from a third to a half of the chapters are pri- 
marily a survey, from a performance audit 
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perspective, of material that he or she is already 
familiar with. 

The book is organized into 17 chapters and five 
sections with extensive GAO-oriented appen- 
dixes, a glossary, footnotes, and two bibliogra- 
phies. The general discussion in each chapter 
tends to be relatively compact with a supple- 
mentary emphasis given, at times, to extensive 
illustrations. This is followed by review questions 
and two to four cases which provide the reader 
with an opportunity to apply the principles of the 
chapter. 

Unfortunately, the two bibliographies at the 
end of the book are not closely tied into the con- 
cepts of each chapter through footnotes and 
references. Footnotes are only used to document 
the sources of specific material and cases. Their 
common placement near the end of the book has 
limited their impact in communicating to the 
reader the practical nature of much of the case 
material and the circumstances and time frame 
in which it arose. 

After introducing performance auditing in 
Chapter 1, the conceptual framework of the 
book is presented and illustrated in Chapters 2-3 
and 5-6. The remaining chapters of the book 
focus on implementing these concepts. As dis- 
cussed in Chapter 2, the performance audit func- 
tion is divided into four phases pertaining to a 
preliminary survey, a review and testing of 
management controls, a detailed examination, 
and a final report. The emphasis is on identifying 
a tentative audit objective in the first phase 
which is then firmed up (or abandoned) in the 
second phase and subjected to a detailed 
examination in the third phase. 

In Chapter 3, these concepts are expanded 
upon twice, once for management audits and 
once for program audits. Then, in Chapters 5 
and 6 a good part of this material is reconsidered 
in a second more extensive elaboration for each 
type of audit. This repetitious style is peda- 
gogically disturbing and not unique to these 
particular chapters. 

Another disturbing aspect of the text is the 
false signals that one gets from a number of 
chapter and section headings. For example, 
Chapters 5, 6, and 10 all have application- 
oriented titles which are inconsistent with the 
intensive dosage of general principles that make 
up a good part of each chapter. In particular, 
while Chapter 10 is entitled, “Illustrative Work- 
ing Papers: The Detailed Examination for a 
Management Audit,” 60 percent of the. text of 
the chapter discusses a set of general principles 
for working papers that are applicable to both 
management and program audits. 
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- While the majority of the chapters flow fairly 
smoothly or are reasonably acceptable in ‘spite 
of the above types of organizational flaws, Chap- 
` ter.12 on “Obtaining Audit Evidence Through 
Statistical Sampling” has some serious defi- 
ciencies. Besides several ordering problems and 
some loosely introduced concepts, there is ap- 
parently a missing section of text which leads to 
the assertion that a judgmental sample i is equiva- 
lent to a census (p. 264). Further, it is doubtful 
that after reading this material an inexperienced 
person would be able to make a clear distinction 
between the properties of a target population and 


‘the properties of a sample statistic. In addition, © 


no attempt has been made to distinguish betweén 
-ex ante sample planning and the ex post sample 
evaluation. 
In summary, while the pedagogical develop- 
ment of this text is far from ideal, the author has 
‘provided through the cases, ‘illustrations, and 
conceptual structure an important contribution 
to the auditing literature. It is to be hoped that 
the. organizational ‘problems that have bothered 
this reviewer can’ be ‘cleared. up in a second 
‘edition. 
RICHARD A. Graven" 
Assistant Professor of Accounting 
the University of. Towa- 


Jonn Heywoon, Foreign Exchange and the 
. Corporate Treasurer, Sécond Edition 
(London: A & C Black, Ltd., 1979, pp. 
19, $16. 95). 


The usefulness of this little book by a London 
banker is by no means limited to corporate 
treasurers. Accountants and other executives 
will find it an excellent reference book on foreign 
‘exchange problems, and will appreciate its first- 
rate glossery. The authoritative and up-to-date 
information and the wealth of examples add up 
to a fine introduction to the complex area of 
multinational and multicurrency transactions. 
Moreover, ‘it is clearly written and quite 
readable. 

` As might be: expected, there are “how-to” 
chapters on arranging and using such things as 
` forward foreign exchange, “funding swaps,” and 
“Currency deposit markets. A chapter discusses 
the factors influencing exchange rate movements 
and how to forecast them. There are also chap- 
ters on thé organization of a bank foreign ex- 
change dealing room, and how to get good 
service from a bank. 

Appendices describe the European Snake 
agreement to keep exchange rates fairly much’in 
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line, and the use of “currency baskets” or “com- 


‘posite.currencies” to spread risk, and give at least 


an approximate means of hedging, through a 


Stable form of international money. 


The chapters dealing with “economic ex- 
posure,’ ” on the one hand, and “balance sheet” 
or “translation” exposure, on the other, are of 
special interest to accountants. The FASB de- 
liberations in the U.S. leading to Statement No. 8 
are reviewed, The author acknowledges that the 
“current” or “closing rate” method of translation 
would be more likely than the: “temporal” 
method (in force under FASB Statement No. 8 as 
this is being written) to lead to a measure of 
“translation” exposure more compatible with 
“economic” exposure. However, he resigns him- 
self to the “dreadful truth that no financial ac- 
counting method will calculate economic ex- 
posure properly.” It is probably better to make 
two separate calculations, he concludes, than to 
attempt a “hybrid calculation, solve neither 
problem, but believe you have solved both!” (pp. 


71-2). 


Since under FASB Statement No. 8 all transla- 
tion gains and losses must be reflected currently 
in the income statement, the author urges that 
the temptation to hedge “translation” -exposure 
generally be resisted, or the “economic” or real 
exposure may be worsened—i.e., it is probably 
unwise to exchange long-run problems for short- 


‘run advantage. It is better, rather, to try to 
-reduce both exposures by direct changes in the 


balance sheet such as local borrowing, gradual 
shifts in dividend policy, or Paying in additional 
capital. ~ 

He is persuasive in arguing the importance of 


‘an informed approach to foreign exchange deci- 


sions—comparing, for example, a firm’s mighty 
campaign to accomplish, say, one-half of one 
percent saving in production cost, while naively 
throwing away several times that amount through 
the inept handling of foreign exchange ex- 


‘posures. Unfortunately, he is equally persuasive 


in emphasizing the uncertainties involved in 
handling foreign exchange transactions—includ- 
ing two major new ones: pervasive, persistent 
inflation and exchange rate instability. The 
reader must conclude that, even though fortified 
with this book, present methods for minimizing 
foreign exchange losses are pretty unscientific 
and often unsuccessful.’ - 

Despite’ this, - the’ multinational executive is 
much better armed with this book on his desk, 
than without it. ` : 

a Epwin C. Bomert 
Professor of Accounting 


Bowling Green State University 
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James B. Hopes and Cart L. Moore, 
Financial Accounting: Concepts, Valua- 
tion, Analysis, Second Edition (Cincin- 
nati, Ohio: South-Western Publishing 
Co., 1979, pp. ix, 648, $17.15). 


This second-edition text, which is intended for 
use in a first course in accounting, is organized 
into three parts: Concepts and Procedures, 
Valuation Alternatives and Refinements, and 
Analysis and Interpretation. The book contains 
16 chapters, and adequate assignment material is 
available from the 389 questions, 180 exercises, 
123 problems, and 19 decision cases which follow 
the chapters. 

This edition differs substantially from the first 
in several ways. The second edition deals exclu- 
sively with service and merchandising concerns, 
and.the concept of manufacturing entities has 
been eliminated. In this edition, Chapter 2 now 
deals only with balance sheet accounts, and 
Chapter 3 with income-related accounts. This 
definite improvement which now permits the 
student an opportunity to be exposed to the con- 
cept of duality and double entry accounting 
before the income earning process is introduced. 
This text is different from most others in the field 
primarily in the manner in which the authors 
intermingle the practical and the conceptual. 

Another distinctive feature is the emphasis on 
valuation. Chapter 6 is devoted to alternative 
measures of value; and although too much atten- 
tion is devoted to the derivation of present values 
in the chapter, it is generally a refreshing depar- 
ture from more traditional approaches. Chapter 
16 is devoted exclusively to accounting for the 
impact of changing price levels and inflation on 
financial statements. This important topic is 
covered in a clear, concise manner and should 
be readily understandable to first-year students. 

Unlike many other principles texts, Chapter 1 
in this edition contains some very substantive 
material. Chapter 12, devoted to business com- 
binations, is by necessity a somewhat superficial 
coverage of an extremely complex topic. The 
chapter could be eliminated without substantially 
damaging the book. Chapter 4 on adjusting 
entries and Chapter 8 on inventories stand out as 
particularly well written and organized in a 
generally very readable text. Beginning with 
Chapter 4, at least one decision case is presented 
at the end of each chapter. The cases are 
generally very comprehensive and require the 
application of material introduced in the 
chapter. 

In summary, this very readable, uniquely 
organized text, would be well suited as an intro- 


The Accounting Review, April 1980 


ductory accounting course. It is a pragmatic 
book, while at the same time emphasizing logical 
reasoning and the conceptual problems inherent 
in the discipline. 

JAMES F. GAERTNER 

Assistant Professor of Accountancy 
University of Notre Dame 


ARTHUR W. HoLMESs and Davip C. Burns, 
Auditing Standards and Procedures, 
Ninth Edition (Homewood, Illinois: 
Richard D. Irwin, Inc., 1979, pp. xx, 876, 
$18.95). 


The stated objective of this edition is to revise 
the Holmes and Overmeyer book for use pri- 


‘marily by undergraduate accounting majors. 


Both an audit practice case and a more compre- 
hensive Audit Exercise by Holmes and Burns are 
available. 

This edition reflects all of the Statements on 
Auditing Standards issued through the end of 
1978. It also gives recognition to the more analy- 
tical audit approaches which have been adopted 
by many CPA firms in recent years. 

The size of each segment of the book is kept 
extremely short. The chapters, exclusive of 
homework material, average 26 pages and are 
subdivided into an average of seven major sec- 
tions. Thus, the average section length is just 
under four pages. Since the book is devoid of 
footnotes and does not contain any suggestions 
for supplemental readings, it provides no en- 
couragement to, the reader to gain familiarity 
with audit topics beyond the scope of this book. 

The book relies heavily on enumerated lists 
and illustrations to convey its content. The text 
averages one list for every 1.6 pages. The illustra- 
tions are kept simple and are hypothetical situa- 
tions. Even when illustrating audit reports, if any 
name is associated with a report, it is that of the 
fictitious CPA firm of “Lane and Lane.” Repro- 
duction of actual reports and illustrations of 
actual situations would have made the book 
more interesting. 

There are instances where this reviewer sensed 
that the authors were talking down to the reader 
in an attempt to keep the language simple, such 
as when financial statements are referred to as 
“report cards for management” (p. 4) and when a 
qualified opinion is called “partially good” (p. 
34). 

Only a minor portion of this edition is taken 
directly from the previous edition. Considering 
the portion of the content which is newly written, 
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the book has relatively few errors of fact or inter- 
pretation in presenting technical matters. 

The topic coverage and organization in this 
edition remain little changed from its predeces- 
sor. The chapter on internal auditing has been 
repositioned between the two chapters on in- 
ternal control. 

This edition is about 100 pages shorter than 
the previous edition. Much of this decrease 
comes from eliminating the chapter on manage- 
ment advisory services plus reducing the number 
of pages devoted to inventory by 22 and the 
pages devoted to fixed tangible assets by 12. 

The chapter having the most extensive change 
in content is the one on audit sampling. The 
authors have chosen to emphasize and illustrate 
difference estimation sampling rather than 
variables estimation sampling. However, the 
reader is not told what conditions must be 
present for difference estimation to be appro- 
priate nor why its use is efficient. In illustrating 
attribute sampling, the authors state as a given 
the auditor’s conclusion regarding the relation- 
ship between attribute error rates and the mone- 
tary impact on the financial statements. Thus, 
the chapter fails to deal with the major problem 
in adapting attribute sampling to the evaluation 
of internal control. This chapter also omits any 
mention of monetary unit sampling as well as 
sampling plans which control Alpha and Beta 
risk. 

This is a book which should be considered for 
adoption by the educator desiring a text which is 
current, written in an  easy-to-understand 
fashion, and with an emphasis on procedures 
rather than concepts. 

WILLARD H. GALLIART , 
Associate Professor of Accounting 
Loyola University of Chicago 


Tuomas D. HUBBARD, Davin J. ELLISON 
and ROBERT H. STRAWSER, Readings and 
Cases in Auditing (Houston, Texas: Dame 
Publications, Inc., 1979, pp. i, 543, 
$10.95). 


Professors Hubbard, Ellison, and Strawser 
have produced a pedagogical tool designed “to 
fill a gap in both undergraduate and graduate 
courses in auditing.” This gap—the inability to 
thoroughly introduce the SAS’s in a single 
semester of auditing—results in “many auditing 
texts and instructors [being} forced to give only 
superficial treatment to auditing pronounce- 
ments” even though “...a sound exposure to 
the SAS’s is crucial in preparing for the CPA 
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examination. . . .” Readings and Cases in Audit- 
ing offers synoptic outlines of the‘ pertinent 
aspects of the SAS’s, 36 case studies designed to 
demonstrate the application of SAS’s to practical 
situations, and reprints of selected articles from 
the current professional literature to broaden the 
student’s understanding of these practical appli- 
cations of the professional pronouncements, 

The organization of the book generally follows 
the outline of Professional Standards, Volume I 
and all SAS’s up to and including SAS No. 22 
(issued March, 1978) are covered. The SAS 
synopses are quite concise and serve very well 
either to expose the introductory student to the 
thrust of GAAS without requiring a complete 
reading of the SAS’s, or to provide a basis for 
review of SAS’s in a CPA review course. Hence, 
this material is highly appropriate in an introduc- 
tory course as a supplement to a standard audit- 
ing text where SAS’s themselves are not part of 
the course material. In a course where one of 
the teaching objectives is to require detailed 
readings of the SAS’s, the availability of this 
synoptic material may be counterproductive. 

There are 59 articles included in the book. 
Article selection appears to have been based 
upon a criterion of presenting applied pieces 
from the practitioner-oriented literature, as 
follows: 


Journal Articles: 
Journal of Accountaney 12 
The CPA Journal 23 
The Accounting Review 2 
Other ` _3 
Total Articles 40 
Other: 


Journal of Accountancy Features: 


Accounting and Auditing Problems 12 
Practitioner Forum 3 
Statements in Quotes 2 
Professional Notes 1 
Official Releases 1 

Total Other 19 

Total 59 
A summary of the articles by publication 
date follows: 

Prior to 1975 23 
1975 9 
1976 12 
1977 10 
1978 5 

Total 59 
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Affiliations of authors are summarized as 
follows: 
Accounting Practitioners 22 
Academics 22 
Lawyers 6 
Co-authored by academic and 

practitioner 3 
Other 6 

Total 5 


Many of the cases are particularly suitable as 
bases for classroom discussion; several of the 
cases involve simultaneous consideration of 
multiple issues. Other “cases,” such as Ultra- 
mares and McKesson-Robbins, are descriptive, 
so that factual information is also conveyed to 
the student by use of the cases. 

While the book does an excellent job of 
relating textbook material to the “real world” of 
practice, none of the material can be thought of 
as highly quantitative or technical. As a result, 
the material on statistical sampling in auditing is 
restricted to general discussions of practical ap- 
plications rather than presenting, in a compre- 
hensive manner, the more technical aspects of 
sampling theory. The same observation is valid 
with respect to the coverage of auditing in an 
EDP environment. Hence, the book can only 
serve as related material if the course objectives 
require in-depth, technical coverage of these 
subjects. 

While the material selected for coverage in the 
book is perhaps as timely as possible given the 
publisher's production-cycle constraints, some of 
the more recent developments in the field are not 
covered. For example, while SAS No. 20 on 
“Required Communication of Material Weak- 
nesses in Internal Accounting Control” is 
covered, the implications of the Foreign Corrupt 
Practices Act of 1977 are not. 

In summary, Readings and Cases in Auditing 
represents a useful supplement to lend reality to 
the SAS’s and also provides the student with a 
good introduction to the applied literature of 
auditing. These attributes, coupled with a wealth 
of case material, can be very effectively used to 
begin to develop that “audit judgment sense” that 
is so difficult to capture in the classroom. 

WESLEY T. ANDREWS, JR. 
Associate Professor of Accounting 
Louisiana Tech University 


Herrick K. LipsTone, Editor, A Tax Guide 
for Artists and Arts Organizations 


The Accounting Review, April 1980 


(Lexington, Massachusetts: Lexizigton - 
Books, 1979, pp. xii, 379, $14.00). 


The stated purpose of this book is to provide a 
“reader with a self-contained text that sets forth 
and discusses generally various tax problems that 
may be presented to artists and others who work 
in the arts” (p. xii). Composed of ten chapters 
written by seven contributors, the book appears 
to be up-to-date to April, 1978, with an 
“Addenda and Errata” section which covers the 
Revenue Act of 1978, the Energy Tax Act, and 
the Foreign Earned Income Act. 

Chapters 1-6 cover the federal income tax, 
beginning with a primer chapter on books, 
records, methods of accounting, income, and 
itemized deductions. This first chapter borrows 
heavily from the IRS’s Audit Technique Hard- 
book for Internal Revenue Agents and Tax 
Guide for Small Business. A short, but good dis- 
cussion of hobby versus business motive of an 
artist appears in Chapter 2. 

A four-page Chapter 3 provides the tax and 
non-tax considerations of the three basic forms 
of organizations. Partnership and corporate ccn- 
siderations are covered in Chapters 4 and 5. A 
smorgasbord of tax information and techniques 
is outlined in the “Tax Planning for Tax Savings” 
chapter, ranging from recapture of depreciaticn, 
“at risk” rules, minimum and maximum taxes, to 
recapture of intangible drilling costs. 

The qualifications for exemption from federal 
income tax of organizations that support the arts, 
and for the deductibility by the donor of ccn- 
tributions to certain types of exempt organiza- ` 
tions in computing the doncr’s federal income 
tax liability are succinctly discussed in Chapter 
7. An overview of the unified estate and gift tax, 
and other federal, state, and focal taxes are pre- 
sented in Chapters 8 and 9, respectively. More 
than 30 percent of the book appears in Chapter 
10. Here, filled-in tax forms for J. F. Able and 
J. E. Zee are presented as (1) sole proprietors, 
(2) partners, (3) employee-stockholders of a Sub- 
chapter S corporation, and (4) stockholder- 
employees of a regular business corporation. 

As with any tax book, there are errors. For 
example, an Appeals Office has replaced tie 
two-step district conferee and Appellate Division 
(p. 5). The carryover death basis rule has been 
postponed from December 31, 1976, to Decem- 
ber 31, 1979 (p. 9). A gift of certain appreciated 
property to charity is now reduced by 40 percent 
of appreciation and not 50 percent (p. 167). How- 
ever, more distressing was the author/publishez’s 
decision to incorporate the Revenue Act of 1978 
in an Appendix, rather than update the body of 
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the text. A tax expert may know the latest 
changes, but the average reader must constantly 
turn to the back of the book. 

This book does compare favorably with the 
other similar books on the market such as Repre- 
senting Artists, Collectors, and Dealers (Practic- 
ing Law Institute, 810 Seventh Avenue, New 
York, N.Y. 10019); Financial Management of 
Your Coin/Stamp Estate (Arco Publishing Co., 
219 Park Avenue South, New York, N.Y. 10003); 
and Art Law: Representing Artists, Dealers, and 
Collectors (Practicing Law Institute), But the 
following topics should have been expanded 
and/or covered: valuation, dealer versus collec- 
tor, trading art objects, art investments for pen- 
sion plans, Uniform Gifts to Minors Act, carry- 
over basis, and “fake” art work. 

j D. LARRY CRUMBLEY 
Professor of Accounting 
Texas A&M University 


RICHARD MATTESSICH, Instrumental Rea- 
soning and Systems Methodology: An 
Epistemology of the Applied and Social 
Sciences (Dordrecht Holland/Boston: 

- D. Reidel Publishing Company, 1978, pp. 
“xxii, 323, $35.00). 


The residual feeling after preliminary study of 
this book is that Mattessich has an intense urge 
to broaden the concept of systems by transcend- 
ing the narrow confines of specific disciplines. 
Both his eclecticism and his urge to exploit it to 
the deeper understanding of systems are ap- 
parent. 

This profound work provides a history of 
developing thought from over a half dozen fields 
and shows reinforcement and interrelationships 
from an overall perspective. Recognizing the 
need for a body of general rules assuring correct 
reasoning, the goal of the book might be 
described as the systemic reconstruction of the 
philosophy of science. Consonant with this goal, 
he delves into the shortcomings of such fields as 
economics and physics, largely as expounded by 
a host of famous scholars, while emphasizing 
some of each field’s contributions. Although he 
summarizes much of his presentation into five 
principles (polarity, periodicity, concrescence, 
formative preference, and information), three 
themes registered throughout: (1) value judg- 
ments and preferences are integral parts of 
systems and should receive as much attention as 
theories and other facts; (2) systems should be 
studied in relation to the supersystems in which 
they are embedded; and (3) other fields of knowl- 
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edge face similar problems and may offer some 
attractive solutions. Standard concepts like inter- 
dependence, holistic properties (synergy), and 
feedback receive penetrating attention. 

“Instrumental reasoning” in the title refers to 
a process involving deductive and inductive logic 
and preference criteria and, as a consequence, 
“the explication and reduction of value judg- 
ments, the ‘rational’ pursuit of goals, and the 
adaptation of models or systems to the goal 
attainment as far as environmental or other 
constraints permit.” As part of the development 
of such reasoning, extensive discussion of logic, 
semantics, philosophy, decision theory, utility, 
and epistemology (the theory of the origin, 
nature, methods, and limits of knowledge) are 
presented. 

These discussions make prolific use of such 
esoteric terms as axiology, ontology, deontic, 
etiality, descriptivism, entropy, teleological, 
dialectics, tectonic, symbionts, and eidetic. Pre- 
paratory to reading this book, perhaps Jevons 
book on logic, Suppes’ books on logic and on set 
theory, Churchman’s books on philosophic issues 
and on systems, Ackoff’s book on scientific 
method, and Simon’s books on behavior, on 
man, and on the science of the artificial should 
be read. It would also be helpful to be acquainted 
with the works of Bogdanov, von Bertalanfy, and 
Carnap. For while the book develops some of the 
main ideas of these theorists, it does assume 
some familiarity with their writings. Although the 
works of at least three dozen scholars are re- 
viewed, those mentioned receive particular 
attention. 

The book does not make extensive use of 
mathematics. Truth values, logical syllogisms, 
sets, some probability theory largely focused on 
conditional events, and utility theory constitute 
the extent of the mathematics, Many famous 
paradoxes are examined. 

Possibly skim reading of the book would be 
helpful, but careful reading of the last chapter 
first would provide both understanding of and 
motivation for the chapters that precede it. Then 
Chapter 6 should be read and thereafter the first 
five chapters in sequence. The reviewer read the 
book in the ordinary sequence and was moved to 
disbelief when reading “This book is not a text 
on logic”; the book to that point did not credit 
what the author was saying. However, the re- 
viewer came to appreciate that consideration 
of value judgment and opinion, while integral 
to scientific investigation, nonetheless should 
withstand the awesome scrutiny of logics (plural 
intended; reference is to Aristotelian, assertorial, 
modal, Hegelian, deductive, and inductive 
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logics) so that systems incorporating them could 
depend on sound reasoning and not suffer from 
mere whimsy. ; 

In conclusion, Mattessich expresses his con- 
viction that “. . . the future of the applied and 
social sciences lies less in precise scientific pre- 
dictions than in the exploration of possible 
worlds and thus perhaps in the choice of a better 
world than would otherwise be feasible.” This 
penetrating, challenging, and worthwhile book 
is not destined for great popularity in accounting, 
but it does have many contributions to offer the 
intrepid who are prisoners of their own con- 
templative moods. 

A. WAYNE CORCORAN 
Professor of Accountancy 
Baruch College, The City 
University of New York 


MARTIN A, MILLER, Comprehensive GAAP 
Guide, 1979 (New York: Harcourt, 
Brace, Jovanovich, Inc., pp. xii, un- 
paginated, actual count: 439, $15.00). 


This paperback has arrived on the market at a 
time when many are seeking better ways to 
access authoritative support for possible solu- 
tions to various financial accounting problems. 
While the author does not state the purpose of 
his book or the user market for which it is in- 
tended, we must assume that this work is an 
attempt to “translate and codify” GAAP into a 
compact and concise format, for ease of 
reference in either a classroom or practice cir- 
cumstance. In meeting these implied objectives, 
‘the author has provided (1) a cross-reference 
index relating specific pronouncements to loca- 
tions within the text of the book, (2) 40 subject 
area chapters, (3) a disclosure index containing 
“required and recommended disclosures” cur- 
rently in use, and (4) a topical index. 

Each subject area chapter in the book follows 
a general format as indicated below: 


Background. A statement of the source of 


promulgated GAAP on which the chapter is 
based, and other comments regarding the ap- 
plicability of the subject area GAAP, to areas 
not dealt with explicitly in the authoritative 
literature. 

Overview. A brief statement of the author's 
opinion regarding the purpose of the pronounce- 
ment and the financial reporting problem area 
addressed. 

Discussion. The author’s interpretation of the 
way in which GAAP should be applied in the 
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area. This area may contain highlighted material 
described by the author as “observations” which 
attempt to draw the reader’s attention to special 
problem areas in the application of GAAP or to 
areas of conflict in the existence of authoritative 
GAAP. This area may also contain numerical 
illustrations which are intended to demonstrate 
the application of GAAP in specific circum- 
stances. 

The brevity of most of the discussion con- 
tained in this book lends itself to possible mis- 
interpretation by a reader not familiar with the 
area. For example, in the Changes in Financial 
Position material, the author writes, “To arrive 
at the funds provided or used in operations we 
generally start with net income and adjust for 
noncash charges or credits . . .” (p. 4.03). In this 
area of the author’s discussion, it would probably 
be more correct to refer to non-fund charges or 
credits. He has chosen to omit reference to a 
fairly widely accepted alternative format, which 
lists all gross fund operating receipts and dis- 
bursements in order to derive funds generated 
from operating activities. Even more alarming 
is the occasional appearance of an error, which 


-could be seriously misleading for the uninformed 


reader. One example of such a problem exists 
in the area on earnings per share where, in the 
discussion on the treasury stock method, the 
author writes, “Stock options and similar instru- 
ments are not a CSE until the market price of the 
underlying stock exceeds the exercise price for 
three consecutive months.” In fact, in ac- 
cordance with the pronouncement, options and 
warrants are always common stock equivalents 
but only enter into the calculation of primary or 
fully diluted EPS when they are dilutive for either 
purpose. Further, the three-month period re- 
ferred to must precede the financial reporting 
date, and the price must be dilutive for substan- 
tially all of three months (11 weeks under the 
interpretations) for the price to serve as a basis 


for the application of the treasury stock method. 


For reasons of brevity and accuracy, the use- 
fulness of this book as a text supplement would 
be quite limited. However, most students being 
introduced to this material at the intermediate 
level and beyond, would find the author's dis- 
closure index a very helpful summary of disclo- 
sure guidelines, requirements, and practices. 
Practitioners might also find this section of the 
book helpful for verification of completeness of 
disclosure in a specific applications circum- 
stance. Indeed, practitioners who are basically 


familiar with GAAP might find most of this book 


a useful memory “jogger” and refresher as a 
preliminary step to the in-depth research in 
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specific pronouncements which each profes- 
sional in accounting, whether he is a novice or a 
seasoned veteran, must complete to assure satis- 
factory authoritative support for a proposed 
solution to a financial reporting problem. 

RUSSELL J. PETERSEN 

Professor of Accounting 
Arizona State University 


NATIONAL ASSOCIATION OF ACCOUNTANTS, 
Statements on Management Accounting 
Practices: Management Uses of the State- 
ment of Changes in Financial Position 
(1979, pp. 38, $1.00). 


This report by the NAA Committee on 
Management Accounting Practices deals with 
the Statement of Changes in Financial Position 
(SCFP) from a management perspective, and 
makes recommendations for its preparation, 
presentation, and interpretation. Although there 
are many possible statements which could be 
prepared specifically for management purposes, 
this monograph deals with the SCFP which ap- 
pears in the annual reports of firms and which is 
prepared according to generally accepted ac- 
counting principles. 

The paper consists of a main portion which 
briefly describes the committee’s major ideas 
underlying the preparation and presentation of 
the SCFP. The format is that of a statement by 
the committee, which is their recommendation 
for either presentation of the SCFP or for 
management uses, followed by a discussion, or 
rationale. An extended rationale is presented in 
Appendix A, which is the same length as the 
original portion of the paper. Appendix B is a 
detailed illustration of a SCFP which would 
attain the objectives of the committee while 
remaining within the bounds of generally ac- 
cepted accounting principles. 

One major recommendation of the committee 
is a reduction in the flexibility now allowed in 
the SCFP in order that interfirm comparability be 
enhanced. Also, to further comparability, they 
suggest that the SCFP have more definitive 
objectives, with the recommended primary 
objective being “to reflect the expansion or con- 
traction patterns of a firm’s assets and to indicate 
how such activities are being financed” (p. 4). 


Other recommendations concern: 


1. concept of funds—that a cash concept of 
funds from operations is necessary. 

2. format—that a modified form of the SCFP 
should be utilized. This leads to the pro- 
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posal that the statement should begin with 
a net figure representing the financial effect 
of earnings-generating activities on the 
firm. 

3. conversions and reclassifications. 

4, comparative and cumulative statements—a 
suggestion that ideally five-year compara- 
tive and cumulative funds statements 
should be prepared and presented. 

5. supplementary ratios making use of SCFP 
data. 


Appendix A is not a true appendix. Since the 
rationales presented in Appendix A are as 
lengthy as the major portion of the paper, and 
since the entire monograph is relatively brief, the 
presentation would have been more coherent if 
the material in Appendix A had not been 
separated, but included in the original body of 
the statement. 

Many of the recommendations of the commit- 
tee apply to external users of the SCFP as well as 
to management users. The statement should be 
of interest to external groups using the SCFP as 
well as to management, and to accountants as 
preparers. The title may be somewhat misleading 
in that the monograph should interest a broader 
group than that indicated, particularly the sec- 
tions dealing with the concept of funds, with 
format, and with conversions and reclassifica- 
tions. The section on the uses of the SCFP by 
managers is limited, consisting primarily of a 
discussion of the importance of trends in financ- 
ing and changing asset patterns of the firm, and 
of the uses of several additional ratios. 

Managers with non-accounting backgrounds 
will, in general, find this monograph of benefit. 
To managers with accounting backgrounds, it 
will present less new material. Since the state- 
ment is clearly written and easy to understand, 
some professors may wish to consider it for use 
by students. 

Lois ETHERINGTON 
Assistant Professor of Accounting 
Washington State University 


NATIONAL ASSOCIATION OF STATE BOARDS 
oF ACCOUNTANCY, Digest of State Ac- 
countancy Laws and State Board Regula- 
tions—1979 (Englewood Cliffs, New 
Jersey: Prentice-Hall, Inc., 1979, pp. iii, 
132, $20.00). 


This digest is a valuable tool for those engaged 
in advising students, those engaged in the area of 
professional practice research, and those en- 
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gaged in or contemplating interstate practice. 

The National Association of State Boards of 
Accountancy (NASBA) has attempted to stan- 
dardize the reporting of the heterogeneous state 
laws and state board regulations. Consequently, 
NASBA categorized the regulations and laws 
into a taxonomy which communicates effectively 
at the sacrifice of some precision. The foreword 
acknowledges this unavoidable lack of precision 
but does furnish the reader with a directory of 
addresses of State Boards of Accountancy as a 
ready-access vehicle to more precise and current 
information. 

The licensing and regulation of Certified 
Public Accountants varies among the 50 states, 
the District of Columbia, Guam, Puerto Rico, 
and the Virgin Islands. This digest presents a 
one- or two-page summary of each jurisdiction’s 
requirements. The summaries are categorized as 
to General Qualifications, Education Require- 
ments, Conditioning, Continuing Education, 
Temporary Practice, Reciprocity, Foreign Ac- 
countants, and Fees. 

In addition to the foregoing summaries of each 
jurisdiction, eight national tabulations are pro- 
vided. These tabulations are subclassified and 
most provide, in columnar format, a comparative 
analysis of the contrasts among the states. The 
tabulations contain a broad range of data, in- 
cluding: 


~—Dates of Enactment of Public Accounting 
Laws 

—Restricted Non-CPA titles (PA, RPA, etc.) 

Age, Citizenship, Residency, Education, 
and Experience Requirements 

~—Conditioning requirements for the CPA 
examination 

-—Separate listing of “no experience” states 

—-Separate listing of states requiring an exam- 
ination or course in professional ethics 

~—Rules, regulations, reporting, and other 
details of Continuing Education 

—-Licensing requirements for Non-CPAs 

Addresses of State Boards of Accountancy 


The degree of detail presented is relatively 
extensive. For example, it is possible to identify 
the interrelationship between the education and 
experience requirements. In general, one less 
year of experience is required for those holding 
master’s degrees than for those who hold only the 
baccalaureate. Education below the bacca- 
laureate level is acceptable in only a few states, 
but when it is, the experience requirement is 
greater. Another example of the depth of detail 
is that one tabulation indicates the minimum 
passing grade required in subjects failed. It even 
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notes that in many states the minimum grade rule 
does not apply if three parts are passed. Further . 
indication of the degree of detail is evinced by 
the extensive use of footnotes in the tabulations 
—one tabulation has 11 footnotes. 

I wish that I had had this digest in the past as a 
ready reference in advising students, as it would 
have saved a considerable amount of time. The 
digest can also save many researchers the task 
of “reinventing the wheel” in developing empir- 
ical data concerning the laws and regulations 
relative to professional practice. Many students 
may find the digest interesting as an outside read- 
ing assignment. I strongly recommend this digest 
ts an addition to collegiate libraries and as a desk 
reference for those who would use it frequently. 

RICHARD A. EPAVES 
Professor of Accounting 
Cleveland State University 


Joun R. Pace and H. PAuL Hooper, Ac- 
counting and Information Systems (Res- 
ton, Virginia: Reston Publishing Com- 
pany, Inc., 1979, pp. vi, 472, $16.95). 


As an academic discipline, accounting infor- 
mation systems is presently a good bit like a bus- 
load of new army recruits reporting for the start 
of basic training—a collection of complex indi- 
vidual subjects in great need of organization and 
standardization in order to become an effective 
unit. Textbooks reflect (and are reflected by) this 
primitive position on the evolutionary path. They 
tend to fall into three groups: (1) general over- 
views of the system design process which the 
student finds difficult to operationalize, (2) 
treatises on many complexities of computers and 
computer-based data processing (not necessarily 
accounting) or, (3) detailed descriptions of 
manual accounting systems with a chapter or two 
on the computer near the end. Students using 
any of these three types of systems textbooks are 
likely to have difficulty understanding how ac- 
counting is carried out in today’s world. They are 
also lixely to be inadequately prepared to partici- 
pate in either the operation, audit, or design of 
an accounting system. 

Recognizing this situation, Page and Hooper 
set out to create a more effective textbook 
through the “integration of information systems 
concepts into the basic accounting process, and 
the extension of traditional accounting models to 
include the system approach” (p. v). The overall 
organization of the book reflects this vitally im- 
portant objective and is one of the book’s out- 
standing features. The study of processing pro- 
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cedures and internal control in a manual environ- 
ment (Part I) is the proper place to begin. This is 
followed by two chapters on the analysis and 
evaluation of existing systems, again in a manual 
context. The transition to computer-based sys- 
tems begins with the fundamentals of computer 
hardware and computer-based processing. The 
rather natural progression continues with four 
chapters on the development of new systems, 
now in a computer environment. To achieve the 
promised integration of accounting and systems 
concepts, the operations of a hypothetical retail 
firm are described in an early chapter; at appro- 
priate points the student does a month’s book- 
keeping in a manual system, reads an analysis of 
the existing system, and studies a proposed 
design of a new accounting system for this hypo- 
thetical firm. The integration is completed with 
descriptions of the outputs, inputs, files, and 
processing involved in a typical computer-based 
accounting system. This is a fine approach and 
one which should be considered by those of us 
searching for the elusive optimal systems course. 

However, as might be expected in such an ill- 
defined area, there are some problems in the 
execution of the overall plan. The most serious 
apparently resulted from a desire to avoid un- 
necessary technical detail. For example, Part I 
(Manual Accounting Systems) is confined to the 
bookkeeping cycle and, therefore, does not ex- 
plain what is involved in performing the many 
functions (such as order entry, shipping, billing, 
handling of cash receipts, approval of vendor 
invoices, and preparation of checks) which 
necessarily precede preparation of a journal 
entry. Omission of these vital accounting activi- 
ties weakens considerably the discussion of 
internal control since so much internal control 
is located in them. It also hinders understanding 
of computer-based accounting systems since 
these functions must be performed in such sys- 
tems as well. 

The portions of the text dealing with computer 
fundamentals and computer-based systems also 
suffer from unwarranted brevity. Page and 
Hooper apparently chose to emphasize process- 
ing with direct access files and data input from 
terminals. Given the recent trends in data pro- 
cessing and expectations for the foreseeable 
future, this is a bold but proper decision. How- 
ever, much of the material on computer-based 
accounting systems in Part IV (the most impor- 
tant portion of the book) is so general as to 
encompass both batch and on-line processing. 
The computer-based business information sys- 
tem is divided into three subsystems—Sales and 
Purchases, Cash Receipts and Disbursements, 
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and Financial Accounting. Printed outputs 
typically produced by these subsystems are 
adequately described, including pictures of out- 
puts produced by widely-used IBM packages— 
which are very useful to students. However, the 
flowcharts and other descriptions of the process- 
ing are so brief and so general as to be virtually 
meaningless to the student who has little personal 
experience in the field. The critical relationship 
of applications such as inventory, accounts re- 
ceivable, and accounts payable to the prepara- 
tion of journals and the updating of the general 
ledger is blurred by the lack of detail regarding 
the processing. The exposition of internal con- 
trol in a computerized environment is also brief 
and incomplete. 

On the brighter side, the four chapters con- 
cerned with the development of new systems are 
generally quite good. The possible abstractness 
of this material has been overcome by (1) divid- 
ing the development process into logical and 
understandable steps, (2) discussing each step in 
an interesting manner and, most importantly, by 
(3) including a comprehensive design of a com- 
puterized accounts receivable application for the 
hypothetical company previously used to il- 
lustrate manual accounting procedures and 
systems analysis. 

In summary, the organization of this book pro- 
vides a useful model for the basic accounting 
systems course. However, the instructor will 
very likely have to supplement the text in several . 
areas if the student is to be adequately prepared 
to operate, design, or audit an actual accounting 
system. 

JERRY D. SIEBEL 
Associate Professor of Accounting 
University of South Florida 


WILBUR F. PILLSBURY, Computer Aug- 
mented Accounting: CompuGuide One, 
Third Edition (Cincinnati: South-Western 
Publishing Co., 1979, pp. x, 189, paper, 
$6.35). 


CompuGuide One is a supplementary text 
designed for the beginning accounting course. 
The text allows students to gain an initial expo- 
sure to-financial accounting applications of the 
computer. Accompanying CompuGuide One is 
a callable library of programs for performing 
financial accounting tasks. The book does not 
require the use of a programming language. 

The text development is divided into four seg- 
ments. The first three chapters introduce the 
student to the input-output sequence. Next, the 
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student works with a computerization of the 
operating cycle. This process is broken down 
into four chapters. The book then provides com- 
prehensive exercises on the operating cycle. 
The last segment of the book contains problems 
on specific topics typically found in elementary 
financial accounting. These problems concern 
the application of simple and compound interest, 
the application of lower of cost or market in 
inventory valuation, the use of the gross profit 
method in inventory estimation, the procedure 
for adjusting deferrals and accruals, the calcula- 
tion of depreciation for fixed assets, the proce- 
dure for bank reconciliation, and the use of a 
computerized payroll system. 

The third edition contains improvements in 
the presentation of the adjusting entry discus- 
sion. New exercises have also been provided. In 
addition, four practice cases were added—two 
cases with given financial transactions and two 
cases with “make up your own data” transac- 
tions. 

Undoubtedly, the most important considera- 
tion in choosing supplementary course material 
is the time required for its use. CompuGuide One 
could be added to an elementary course without 
a large time allocation. The instructor would 
probably use one class session to give instruc- 
tions concerning control cards and to introduce 
the student to the data processing facilities. Sub- 
sequent class sessions should not be burdened, 
however, since CompuGuide One provides a 
step-by-step development with short concise 
chapters. The average number of pages of dis- 
cussion per chapter is three. The individual exer- 
cises in CompuGuide One would not require any 
more class time than exercises from the main 
course text. The instructor, however, will be 
confronted with the problem of explaining error 
messages. 

When compared with computerized practice 
cases which are available at the elementary level, 
CompuGuide One offers two advantages. First, 
the student does not have to solve a long, com- 
prehensive problem at the same time that he or 
she is initially introduced to the computer. The 
author has shown an obvious concern in pro- 
viding a continuous development of the material 
for the student. Second, CompuGuide One 
would allow greater flexibility in course design by 
providing computer programs on many indi- 
vidual subjects. 

One criticism of the book concerns its stated 
objective, i.e., “to teach, by examples, how an 
accountant might use the computer to process 
this information.” With regard to this objective, 
the book provides little information concerning 
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what the computer actually does between the 
points of data input and hard copy output. The 
introduction of a programming language into the 
text would clearly be inappropriate. However, 
the inclusion of a flow chart on each program 
might be enlightening to the student. 

An introductory course should contain a 
limited exposure to numerous aspects of a sub- 
ject. CompuGuide One would allow such an 
exposure on the use of computers in financial 
accounting. 

MICHAEL MASONER 
Assistant Professor of Accounting 
Southern Illinois University-Carbondale 


PETER F. ROUSMANIERE, Editor, Local 
Government Auditing: A Manual for 
Public Officials (New York: Council on 
Municipal Performance, 1979, pp. 86, 
$14.95). 


Due to the increasing interest in the scope, 
frequency, and quality of auditing at the local 
government level, it is important that public 
officials and others having an interest in local 
government financial affairs become better ac- 
quainted with the audit process. This audit pro- 
cess is discussed in this publication of the Coun- 
cil on Municipal Performance. 

Most of the published material on the subject 
of local governmental auditing has been written 
by and for accountants and academics, with the 
technical dialogue discouraging general use by 
the public official. For these public officials, 
there is a clear need for a publication, such as the 
manual under review here, that explains in non- 
technical language the basic principles and 
benefits of professional auditing for local govern- 
ment. 

Chapters 1 and 2 discuss the nature and pur- 
poses of different types of auditing. Financial 
and compliance auditing are reviewed in Chapter 
1. Advantages to the local government of this 
type of audit are outlined and reasons are 
offered by the authors as to why public officials 
often are not aware of these advantages. There is 
a short but clear discussion of how the auditor 
conducts a financial and compliance audit, the 
auditing standards that guide his work, and the 
meaning and importance of the auditor's 
opinion. 

Chapter 2 focuses on two topics: the manage- 
ment letter and the performance audit. The 
management letter is viewed by the authors as 
being extremely useful to the public official in 


identifying areas of operation where improve- 
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ments are needed. The term “performance audit- 
ing” has been used interchangeably to mean 
management auditing, effectiveness auditing, 
program auditing, and operational auditing. As a 
result, there is some confusion on the part of the 
public official as to what is meant by the term 
“performance auditing.” Chapter 2 should help 
to clear up the confusion of terms for the public 
official. The official is given a basic understand- 
ing of what to expect when a performance audit 
is conducted in his local governmental unit. 
` Chapter 3 of the manual is-a how-to-do-it dis- 
cussion on organizing the audit. Specific recom- 
mendations are made relating to audit commit- 
tees, audit cost-saving strategies, audit require- 
ments, and the procedures necessary to'select an 
auditor. Some thoughts and comments are also 
offered on how best to use the audit results. 

_ Five appendices complete the manual. Each 
appendix is consistent with the purpose of the 
author to make the public official more familiar 
with the audit process. Included are appendices 
relating to revenue sharing audit requirements; a 
primer on reading government financial state- 
ments; an example of an auditor's report; sug- 
gestions for further readings; and a glossary of 
terms in non-technical language. 

- This manual is well written and illustrated and 
more than adequately achieves its purpose of 
providing the public official and other lay per- 
sons with a non-technical discussion of the audit- 
ing process, It is particularly well suited as 
supplementary reading for a college govern- 
mental accounting or public administration 
course where there is a need for an overview of 
the local government audit process. 

Jack D. BAKER: 
Assistant Professor of Accounting 

University of Wisconsin-La Crosse 


PETER G. ‘Cassone and WILLIAM A, 
SCHAFFER, Cost Benefit Analysis: A 
Handbook (New York: Academic Press, 
1978, pp. xiv, 182, $13.50). 


Economists have written for economists a 
number of excellent theoretical treatments of 
Cost-Benefit Analysis (CBA). But these are not 
presented well for those who must be familiar 
with CBA but: who are not. economists. The 
objective of the authors is to provide a CBA book 
for practicing cost-benefit analysts, government 
officials, concerned citizens, and students. Since 
the reviewer recently accepted a consulting as- 
signment to perform a modest CBA, he was 
intensely interested in identifying a literature 
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source which accomplished the authors’ ob- 
jective, 

The book begins with an overview of the 
ihisorics, methods, and uses of CBA. How the 
decision problem should be structured and which 
criteria are appropriate for choosing alternatives 
are simply but rigorously exposed. Some CBA 
concepts are not intuitively obvious, and any 
person with'a cursory background in business, 
economics, or public administration would 
greatly benefit from this introduction. Next, the 
essence of CBA is treated, which requires identi- 
fying and then quantifying a project’s costs and 
benefits. The reviewer had difficulty relating to 
this portion of the book, partly because econo- 
mists. use many terms differently than accoun- 
tants (e.g., direct cost), but also because the 
examples cited are somewhat inadequate. How- 
ever, an excellent exposition of why shadow — 
prices are important in CBA is provided—and 
how shadow prices may be derived from either 
the dual variable in Linear Programming or from 
miscellaneous analysis. 

The remainder of the book is primarily de- 
voted to an explanation of how CBA must use: 
(1) shadow prices, (2) the social discount rate, 
(3) social impact: analysis, and (4) sensitivity 
analysis. Treatments of these subjects will appear 
light or heavy depending upon one’s background. 
Microeconomic analysis (i.e., supply and de- 
mand curves) are extensively used, but the level 
of mathematics and technical notation is rela- 
tively simple. Conducting a valid CBA is more 
complex than it first appears. The rigorous but 
simple treatment of these technical concepts will 
effectively initiate those concerned with CBA to 
important-theoretical-concepts. 

. Since the book is titled “A Handbook,” one 
anticipates a very specific “cookbook” approach 
on conducting actual CBA with specific exam- 
ples of previous CBAs. However, only a general 
description was given and only the last chapter 
is on performing a CBA. 

. This book is a-“primer” rather than, a “hand- 
book.” It does an excellent job of transforming 
important economic concepts into a framework 
understandable to a non-economist. However, 
the specific examples and rules of a handbook 
were absent. As an introduction to CBA, this 
book would be a valuable reference, : 

C. MIKE MERZ `: 
Associate Professor of Accounting 


Boise State Uni versity 


CHARLES W. SCHANDL, Theory of Auditing: 
Evaluation, Investigation, and Judgment 


we 
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(Houston: Scholars Book Co., 1978, pp. 
xvi, 219, $12.50). 


“Dedicated to the victims of false judgments, 
poor audits, and wrong decisions.” Pretty words, 
pretty words indeed. How well does the book ful- 
fill expectations generated by the spirit of this 
dedication? The author does, in fact, live up to 
the promise of these initial words within the 
boundaries of his chosen approach. His approach 
to audit theory is based upon statement of as- 
sumptions and definition of elementary terms. 
The theory is developed using deduction and 
reasoning by analogy. His writing style is clear, 
concise, and exceptionally readable. 

The logical development used is stated as, 
“Once the proper definition is established, then 
the body of knowledge is determined; and the 
theory, with its postulates, structure, principles, 
and standards, can be established simply by 
following the usual methods of philosophical 
analysis.” This represents Schandl’s view of 
“theory.” More importantly, the above statement 
also represents his view of the components and 
logical sequence for the development of a 
theory. 

“Theory is, in effect, nothing else but the 
system of relationships of certain concepts that 
are assumed to be the fundamental concepts of 
the discipline.” With this statement, he ap- 
proaches closely the viewpoint used in Mautz 
and Sharaf’s The Philosophy of Auditing. Al- 
though the author raises some of the same con- 
ceptual issues as Mautz and Sharaf (for exam- 
ple, evidence), the author goes beyond Mautz 
and Sharaf’s loose conceptual discussion and 
philosophizing. In fact, Schandl provides a 
logical development for each point considered. 
Much of this is accomplished within the frame- 
work of the tentative metatheory of accounting 
discussed in the AAA Report on Accounting 
Theory Construction and Verification (1971). 
The three partitions of the metatheory are the 
semantic, syntactic, and pragmatic. The author 
chose the syntactic approach. The syntactic ap- 
proach entails trying to develop “concepts” or 
“principles.” These concepts and principles are 
intended to form a deductive system, if not a 
completely axiomatized system. This approach is 
represented by “The Basic Postulates of Ac- 
counting,” Accounting Research Study Number 
1 (Moonitz, 1961) and “A Tentative Set of Broad 
Accounting Principles for Business Enterprises,” 
Accounting Research Study Number 3 (Sprouse 
and Moonitz, 1962). However, due to the rudi- 
mentary nature of research in auditing, any at- 
tempt to prescribe a formal system will be diffi- 
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cult to do without describing part of the extant 
system as might be found, for example, in Ijiri’s 
The Foundations of Accounting Measurement. 
In this regard, the author has attempted an enter- 
prise which may be closer to Theory of the 
Measurement of Enterprise Income (Sterling, 
1970) in that he attempts both to describe. and 
prescribe a formal system. 

The author provides basic definitions and uses 
them to develop Postulates (Chapter I), Structure 
(Chapter I), Procedures (Chapter VI), Investiga- 
tion (Chapter VII), and Principles (Chapter 
VII). He includes three intermediate chapters, 
The Psychology of Information (Chapter IM), 
Obstacles in The Communication Process (Chap- 
ter IV), and The Elements of The Audit Struc- 
ture (Chapter V). He does this in a logical and 
thoughtful way with a writing style that has a 
refreshing clarity. 

The gestation period for the book appears to 
have been the first half of the 1970s. This and the 
fact that the book leans toward the prescription 
of a theory of auditing may explain why the 


` author has neither incorporated nor cited studies 


on human information processing and agency 
theory. I am, however, curious as to why the 
author omitted incorporation of and reference to 
the relevant literature in psychology, social 
psychology—particularly role conflict theory— 
cybernetics, and cryptology. He does include 
several references to S. I. Hayakawa’s Language 
and Thought in Action, including an “abstraction 
ladder” which the author effectively uses to 
demonstrate levels of abstraction in the “data 
pyramid” in the chapter on audit structure ele- 
ments. The abstraction ladder starts at its lowest 
level with our perception of Bessie the cow as an 
“object of experience” and proceeds up the 
ladder going from “cow” to “livestock” to 
“asset,” and finally to an extremely high level of 
abstraction, “wealth.” The author cites The 
American Heritage Dictionary of the English 
Language as the source for the definition of 
several concepts, including “evidence” (p. 90), 
“procedure” (p. 114), and “principle” (p. 172). At 
first glance, this would seem to be inconsistent 
with the level of the book. However, the author’s 
thinking may have been similar to that now being 
used by mathematical theoreticians of the con- 
structionist school. They believe that all mathe- 
matical proofs should be understandable in an 
intuitive sense—that is, these proofs must be 
substantiated with the things we know in every- 
day or “real” life. 

The only other exception is that some of the 
figures and graphs meant to distill and com- 
municate the author’s insights into data relation- 
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ships, information, and logic are less than help- 
ful. For example, Figure 8 (p. 52), “The Pyramid 
of Data,” lacks a title and does not have suffi- 
cient structure and visual coherence to facilitate 
understanding of the text. 

Because the book presents a theory of audit- 
ing and is well written, I would recommend its 
use in a graduate-level auditing seminar. It will, 
at a minimum, provide coverage of the elements 
of various concepts of auditing and present many 
cogently written passages that can be used as 
starting points for discussion. The chapter on 
audit procedures, and to a certain extent the 
chapter on audit principles, could be used as 
supplements in an introductory auditing course. 

Davin K. DENNIS 
Visiting Assistant Professor 
of Accounting 
The Ohio State University 


HANNS-MaRTIN SCHOENFELD, Compiler, 
The Status of Social Reporting in Selected 
Countries (Urbana: Center for Interna- 
tional Education and Research in Ac- 
counting, University of Illinois, 1978, 
pp. 146, $3.00). 


This is a pioneering study of enterprise social 
responsibility involvement and reporting in West 
Germany, Austria, Switzerland, Poland, Japan, 
and France. The political and economic forces 
which have either induced or forced enterprises 
to become involved and report are analyzed 
briefly and interestingly. From the amount of 
space and attention the authors devote to each 
of the various social factors—employee benefits 
and training, community involvement, environ- 
mental protection, pollution control, and pro- 
duct safety and social utility—one gathers the 
impression that social responsibility in the six 
countries surveyed is concerned primarily with 
employee matters. The authors explain the back- 
ground for the extreme amount of interest in 
employee well-being in most of the countries. 
The authors seem to imply that enterprises 
generally become socially active only if forced 
to do so, or at least foresee that they may be 
forced to do so. 

Most of the surveys and studies made by the 
authors were focused upon the larger, “more 
progressive,” and socially active firms. Thus, the 
project has produced what might be termed the 
upper norm of current enterprise social activity 
in each country surveyed. 

Professor Hanns-Martin Schoenfeld, the com- 
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piler of this book, is the author of the section on 
West Germany, Austria, and Switzerland, and he 
is co-author of the section on Poland. Other 
authors were residents of the countries which 
they surveyed, except in the case of Japan, which 
was surveyed by Professor Ralph Estes, of 
Wichita State University. Schoenfeld is of the 
opinion that “social reporting is presently limited 
to some attempts occurring in the countries with 
highly industrialized economies and correspond- 
ing developments in their accounting systems.” 
This reviewer would invite his attention to evi- 
dence of numerous cases of commendable social 
reporting by multinational affiliates in develop- 
ing countries, as have been related in publica- 
tions of the International Management and 
Development Institute and various American 
Chambers of Commerce throughout the third 
world. Perhaps reporting by these affiliates is of 
a lower profile than that conducted in the in- 
dustrialized countries. ` 

West Germany, Austria, and Switzerland. 
Social reporting is voluntary in these countries, 
except for the legal requirements for pension 
reporting in West Germany. In Schoenfeld’s 
“Disclosure of [11] Noteworthy Items,” only one 
concerned a non-employee-related matter. This 
one was “Adjustment of company policy for sub- 
sidiaries to national policy of host countries.” 
However, in his “Items Mentioned in Annual 
[Audited] Reports,” he includes contributions of 
the scientific community, environment, pollu- 
tion, recycling, and product research. Social 
reporting in annual reports is confined largely to 
notes, and they are subject to audit by public ac- 
countants. Consequently, most companies pub- 
lish additional unaudited special reports on social 
responsibility involvement. Some examples of 
these reports show some evidence of community 
involvement, yet less than would be reported by 
the average large American corporation. How- 
ever, they show a greater involvement in em- 
ployee welfare than would be reported by the 
American corporation. In West Germany, union 
leaders complain that firms take credit for 
socially responsible activities that are required 
by law or contract. 

Japan. Only English versions of annual reports, 
reports to the public, and reports to employees 
were examined. Japanese firms appear to lag 
behind their European and American counter- 
parts in reporting on social impact, and “they 
have been accused of responding to growing 
social and environmental concern with rhetoric.” 
Very little attention is given to reporting on 
energy, environment, and community welfare. 
The emphasis is upon employee welfare. No legal 
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requirements exists for any social reporting. 

Poland. Socialist enterprises in Poland oper- 
ate similarly to subsidiaries or divisions of 
Western enterprises. They are required to be- 
come socially involved in their communities, 
but largely with respect to their employees for 
the purposes of: 


(1) Decreasing existing differences in stan- . 


dards of living, and 

(2) Securing equal participation (to the extent 
possible) by all members of society toward 
satisfying basic social needs, i.e., educa- 
tion, health, old age, and the like. 


Extensive internal and external social report- 
ing is required by law. Environmental protection 
and pollution control are managed by the 
government; consequently, they do not enter 
into enterprise reporting to the public. 

France. French firms have shown a great con- 
cern for social responsibility in recent years, 
probably because. of the history of social unrest 
following World War II. Employers’ groups, 
trade associations, unions, and the government 
have-encouraged social involvement and report- 
ing, including publication of social “balance 
sheets” for a decade or so. Beginning with 1979, 
these will be required of large firms and will pro- 
vide “quantitative unbiased data to each party 
(employer and employee) to enter negotiations 
and reach a ‘mutual’ agreement.” The balance 
sheet will cover such matters as amounts spent 
for wages and fringe benefits for employees by 
groups, health and safety conditions, working 
conditions, labor organization status, pensions, 
grievance statistics, and the like. The balance 
sheet seems to be concerned only with employee 
welfare; and while not required to do so by law, 
French firms are reporting through other means 
on matters of community involvement, environ- 
ment, and the like, yet emphasis throughout is 
upon employee welfare. 

Joan D. Waitt 
Professor of Accounting 
Stephen F. Austin State University 


GORDON SHILLINGLAW, MYRON J. GORDON 
and JosHuA RONEN, Accounting: A 
Management Approach, Sixth Edition 
(Homewood, Ill.: Richard D. Irwin, Inc., 
1979, pp. xx, 882, $18.95). 


The hallmark of this introductory text over the 
years has been its conceptual, readable treat- 
ment of financial accounting, supported by 
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thought-provoking problems. The content of the 
book is in fact two-thirds financial and one-third 
management accounting. The term “manage- 
ment” in the title is meant to connote an empha- 
sis on the “major choices the accountants must 
make, the factors influencing them, and the 
effects of these choices on the information ac- 
countants provide.” Detailed accounting pro- 
cedures are not found in the text. Exhaustive 
treatments of alternative accounting methods 
are not developed. The text is not pedantic; the 
authors are “aiming at a... conversational 
style.” There is limited footnotation: 35 refer- 
ences to authoritative financial pronouncements 
appear in approximately five hundred pages of 
material. Likewise, there is no bibliography. 

The material is readable and concise. Major 
ideas are developed quickly in a deceptively 
simple style. The accounting cycle, including 
the notions of double-entry bookkeeping and 
debit/credit notation, is lucidly but quickly 
covered in eight pages. However, this concise, 
simple treatment is linked to some fairly subtle, 
thoughtful problems. All in all, then, the text 
seems to be most appropriate for introducing ac- 
counting to the mature business student: gradu- 
ates and executives. 

The pedagogical features deserving mention 
are headed by the problem set. At the end of 
each chapter is a representative set of two to 
five problems for which there is a set of solutions 
in an appendix. The solutions are not merely key 
numbers, but include graphs, tables, sets of state- 
ments, and cover both essay and problem-type 
questions. Most notably, the problem sets 
(solved and unsolved) contain the quality of 
problems which raise important issues of ac- 
counting measurement for student considera- 
tion. Finally, the problems in this edition have 
been entitled to facilitate selection. 

In Part I, the previous-edition Chapter, Pro- 
cessing Accounting Data, was dropped. This 
chapter included the characteristics of data pro- 
cessing systems, processing routine commercial 
transactions (chart of accounts, special journals, 
general journal, efc.), and some discussion of 
internal control, audit trail, and cash control. 
This obviously useful linkage to the practice of 
accounting measurement might have been re- 
tained in an appendix. Chapter 6, Income and 
Cash Flow from Manufacturing, and Chapter 8, 
The Timing of Revenue and Expense Recogni- 
tion, were placed later in the sequence of chap- 
ters to allow for the completion of the treatment 
of the accounting cycle in Chapters 1-5. Chapter 
7, Measuring and Reporting Economic Values, 
was moved out of Part II into Part I to improve 
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the discussion of revenue and expense recogni- 
tion (Chapter 8). Finally, the chapter on financial 
statement analysis (Chapter 17) was moved out of 
Part I to. the end of Part II to allow all of the 
financial accounting topics to bear on statement 
analysis. 

The shifts of Chapters 17 and 7 into and out of 
Part II were noted above. The most notable 
change to Part II (and perhaps to the entire text) 
was the addition of Chapter 11, Adjusting for 
Changes in Resource Prices and for Inflation. 
The chapter title itself notes the distinction be- 
tween specific and general price level effects. 
The effect of changes in replacement prices, 
current (replacement) costing, the impact of 
inflation on accounting measurement (including 
net monetary position), and general price-level 
adjustments are the major subtopics. 

The material of Parts I and II has been revised 
to reflect the most recent authoritative pro- 
nouncements at the time the book went to press. 
The most recent authoritative pronouncement 
reference noted was ASR No. 253 (released 
August 31, 1978). 

Perhaps the greatest weakness of the financial 
section is that the current level of complexity in 
financial measurement and disclosure is never 
appropriately revealed in a contemporary set of 
financial statements with their related notes. In 
the sense that this linkage to representative state- 
ments is not explicitly made, a substantial burden 
rests with the instructor to achieve the text’s 
“main objective,” that is, “to help the newcomer 
to accounting learn how to understand the 
principal financial information provided to 
managers and investors in publicly traded busi- 
ness corporations.” 

The second, third, and fourth chapters of the 
previous edition of this section: Product Costing: 
Job Order Production, Incremental Costs for 
Management Decisions, and Refinements in 
Overhead Costing, respectively, have been sub- 
stantially reorganized and rewritten. These three 
chapters (Chapters 19-21) are now titled: Analyz- 
ing Short-Term Planning Problems, Cost 
Measurement: Full Costing, and Cost Measure- 
ment: Variable Costing. There has been a signifi- 
cant restructuring and rewriting of these topics 
to improve understanding. Given the diversity 
of textbook practice in organizing the material 
of management accounting, the revision seems 
reasonable and an improvement on the previous 
edition. 

What have become somewhat traditional 
topics in management accounting texts—for 
example, cost estimation, information require- 
ments of short run decision models (e.g., linear 
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programming and inventory planning and control 
models), decision making under uncertainty and 
transfer pricing—are outside the scope of the 
text. The omission of a discussion of transfer 
pricing is indicative of the cursory treatment of 
the internal profit performance measurement 
topic. What is not said about this topic seems to 
be more critical than what is said in this short 
chapter, 

The strength of this text continues to be its 
lucid introduction of the subject of financial ac- 
counting. Since in graduate programs -this is 
often also the last financial accounting course for 
many students, the text would be strengthened 
by a clearer linkage to financial statements of 
publicly traded business corporations as the 
students will find them in practice. 

D. E. TINIUS 
Associate Professor of Accounting 
Seattle University . 


Jack L. SMITH and ROBERT M. KEITH, Ac- 
counting for Financial Statement-Presen- 
tation (New York: McGraw-Hill Book 
Company, 1979, pp. xv, 672, $16.95). 


This text is designed for an MBA financial ac- 
counting course. The objective of the text is to 
give an appreciation of concepts, problems, and 
limitations associated with corporate financial 
statement presentation. Through judicious chap- 
ter selection, the book could serve either 
students with no accounting background or 
students with a basic knowledge of accounting. 
The text is a rigorous presentation that does not 
shrink from complex accounting issues. 

Procedural aspects of accounting are mini- 
mized in favor of showing how accounting policy 
decisions have an impact on financial statement 
presentation. Pronouncements of the Financial 
Accounting Standards Board (FASB) and the 
Accounting Principles Board (APB) and their 
influence on statement presentation are empha- 
sized. Also, Securities and Exchange Commis- 
sion (SEC) Rules and Releases are extensively 
integrated in the text presentation. The amalga- 
mation of FASB, APB, and SEC material pro- 
vides a comprehensive presentation that should 
give students a sense of how accounting policy 
decisions influence a firm’s financial disclosures. 

An actual set of comparative financial state- 
ments is used throughout the text as a means of 
focusing and coordinating the discussion. Also, 
actual examples of required SEC disclosures are 
illustrated and discussed. Each chapter contains 
a selection of questions, problems, and cases 
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which appear to the reviewer to be quite ade- 
- quate to meet the objective of this text. 

The text contains 17 chapters, four of which 
are devoted to an introduction to the environ- 
ment of accounting, the accounting model, and 
the statement generation process. Following 
these basic chapters there is a chapter devoted to 
the attest function, which includes an overview 
of auditing, auditing standards, audit reports, 
and other related areas such as the detection of 
fraud and the role of audit committees. The 
attest function chapter provides a valuable per- 
spective for nonaccountants on the role of the 
independent auditor. This chapter is followed by 
a five-chapter series dealing with the general 
areas of revenue and expense recognition. There 
are some topics that are given separate chapter 
treatment because of the authors’ perception of 
their importance to statement presentation. 
These topics include the effects of inventory and 
depreciation policies,- earnings-per-share, and 
` accounting changes. The next section of the text 
contains a two-chapter discussion of the effects 
of taxation and tax allocation on financial state- 
ments. Finally, there are chapters devoted to the 
areas of pensions, leases and long-term debt, 
investments, inflation and foreign exchange, and 
the statement of changes in financial position. 

The chapter discussions follow a fairly con- 
sistent mode, where the basic principles are 
introduced and illustrated with fundamental 
computations. Then actual examples of financial 
statement disclosure at presented and discussed. 
From this context, more detailed and complex 
aspects are presented and illustrated. For most 
topics, the level of detail in the latter parts of 
- chapters is more advanced than other texts with 
a similar objective. Potential adopters will want 
to carefully consider whether the depth of rigor 
of this text is consistent with the level of the 
course for which it is intended. 

- This text provides an overview of accounting 
as well as an in-depth examination of the princi- 
pal areas of concern for managers who desire to 
understand the relationship of financial account- 
ing to financial statement presentation. The im- 
pact on financial statements of alternative ac- 
counting treatments is explored. Adopters who 
are looking for a thorough, rigorous treatment 
will welcome this text. 

Davip H. Lutay 
Associate Professor of Accounting 
Utah State University 


EDWARD STAMP and Maurice MOONITZ, 
International Auditing Standards (Lon- 
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don: Prentice-Hall International, Inc., 
1979, pp. x, 159, $18.95). 


Since 1973, with the formation of the Interna- 
tional Accounting Standards Committee (LASC), 
efforts have been made in establishing interna- 
tional accounting standards. This book, the 
research for which was supported by the Peat, 
Marwick, Mitchell Foundation, builds a strong 
case for a parallel effort in the area of interna- 
tional auditing standards. Indeed, the authors 
believe that the activity to establish international 
accounting standards will not be successful 
unless there is a collateral effort to establish a 
set of international auditing standards. 

In the first part of the book, the authors 
propose a set of international auditing standards. 
The 11 standards presented fall into the following 
five categories: three standards deal with “in- 
dependence, integrity and objectivity”; one 
addresses “knowledge and expertise and their 
validation”; four address “evidence, and the col- 
lection and evaluation thereof”; two focus on 
“communication”; and the last standard is con- 
cerned with “enforcement.” The specific con- 
tent of the proposed standards can be traced to 
such sources as the AICPA’s ten auditing stan- 
dards, the AICPA’s code of ethics, and to some 
AICPA Statements of Auditing Standards. The 
last standard which addresses enforcement is 
really a key to the entire endeavor. It states that 
the “monitoring and the enforcement of these 
auditing standards shall be the responsibility of 
the professional body in the country in which the 
auditor is located” (p. 56). 

Since enforcement in a specific country is so 
crucial to success, the second major part of the 
book provides a descriptive analysis of the “cur- 
rent state” of independent auditing and auditing 
standards in nine major countries—Australia, 
Brazil, Canada, France, Japan, the Netherlands, 
United Kingdom, United States, and West Ger- 
many. These countries were selected because, 
in the view of the authors, without the active 
participation and support of “most if not all” of 
these countries, the effort to establish interna- 
tional auditing standards will not succeed. Also, 
all of the nine countries except Brazil are mem- 
bers of IASC. With the exception of France, the 
Netherlands, and the United Kingdom, these 
countries have adopted a set of auditing stan- 
dards that are binding on their independent 
auditors. 

The section on each country is well researched 
and provides an excellent analysis of the inde- 
pendent auditing profession in that country. 
Obstacles in each country that might impede 
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implementation of a set of international auditing 
standards are cited by the authors. For example, 
in the United Kingdom a major obstacle is that 
the very cradle of independent auditing does not 
have a comprehensive set of auditing standards 
and such a pronouncement appears to be several 
years away. Until the United Kingdom’s internal 
crisis regarding auditing standards is resolved, its 
auditing profession is not likely to be enthusiastic 
about joining in an effort to establish a set of 
international auditing standards. From reading 
the sections on the nine countries, one recog- 
nizes that incentives do presently exist in the 
auditing profession in most of them (e.g., audit- 
ing standards in the country, enforcement 
bodies) to assist in establishing a set of interna- 
tional auditing standards. 

In the third section of the book, the authors 
evaluate their proposed set of international 
auditing standards in relation to the auditing 
standards and practices found in the nine coun- 
tries, particularly those six having national audit- 
ing standards. They also highlight the obstacles 
to a set of international auditing standards: 
inertia, ambiguity in the phraseology of stan- 
dards, language problems, nationalism, and the 
lack of an enforcing agency. Despite the 
obstacles, they conclude on an optimistic note 
and believe that the establishment of a set of 
international auditing standards is feasible. 

In the fourth and final section, a proposal is 
made for the establishment of an International 
Auditing Standards Committee ([AudSC), which 
the authors suggest might be sponsored by the 
International Federation of Accountants (IFAC). 
(The latter body was formed in 1977 at the 
Munich World Congress.) [AudSC would have a 
member from each of the nine countries dis- 
cussed previously and would set about to develop 
a set of international auditing standards. The 
strategy would be for the set of international 
auditing standards issued by IAudSC to be ap- 
proved and ratified by the professional bodies of 
the founding member nations. The authors’ 
strong conviction about the importance of this 
project is revealed in their commitment to visit 
in 1979 each of the nine countries as a follow-up 
to their book. During their visits, they will be 
discussing their proposals with the leaders in the 
profession and with government officials. 

It remains to be seen if the authors’ enthusiasm 
for a set of international auditing standards will 
be contagious. Certainly, one cannot read the 
book without getting some enthusiasm for the 
whole effort. One would hope that the AICPA’s 
Auditing Standards Board might exercise a 
leadership role by developing a discussion 
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memorandum based on this book and perhaps 
conduct a series of public hearings on the pro- 
posals. In the meantime, and as a minimum, the 
book should be read by leaders in the auditing 
profession—both academics and practitioners— 
and should be included in any graduate auditing 
course. 

WILLIAM G. SHENKIR 

Paul Goodloe McIntire Professor 
University of Virginia 


TASK FORCE ON CONCEPTUAL FRAMEWORK 
FOR ACCOUNTING AND REPORTING, The 
Accounting Response to Changing Prices: 
Experimentation With Four Models (New 
York: American Institute of Certified 
Public Accountants, 1979, pp. x, 228), 


This monograph reports the results of an 
AICPA-sponsored empirical program of cor- 
porate experimentation with alternative finan- 
cial models for reporting the effects of changing 
price levels on enterprises. The concern of the 
AICPA about the lack of experimentation and 
evaluation data for different reporting models 
was heightened when the Securities and Ex- 
change Commission issued ASR No. 190 man- 
dating supplementary disclosure of replacement 
cost information without any prior empirical data 
on the costs or benefits of its reporting require- 
ment. Twenty-three major public companies 
participated in the task force’s study by com- 
pletely recasting their 1975 and 1976 financial 
reports under four different models of recogniz- 
ing and reporting changes in both general and 
specific price indices. The monograph includes 
a large number of excerpts and percentage com- 
parisons from these sets of statements. In addi- 
tion, the task force reported on an extensive 
post-experimental questionnaire which included 
queries about the cost of implementation and 
collected opinions about the usefulness of the 
statements prepared under each alternative. One 
limitation of the study, as acknowledged by the 
task force, was its inability to recommend defini- 
tively one of the four models as the‘ superior 
reporting model. However, the study should 
provide some much-needed input into the policy 
deliberations of the Financial Accounting Stan- 
dards Board. 

The study begins with a necessary first step in 
any effort to construct and evaluate reporting 
models—a discussion of the choices underlying 
a conceptual framework of accounting. Al- 
though a few differences exist, these choices 
closely parallel those included in the conceptual 
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framework presented by the FASB. This similar- 
ity should enhance the utilization of the study. 
One choice, articulation (the interlocking of 
valuations between the income statement and the 
position statement), is a key concept.in any study 
of reporting the effects of changing price levels. 
This concept is fully’ portrayed and developed 
through each of the four models under many 
different aspects of revenue-generating and 
investing activities. 

The development, implementation, and evalu- 
ation of the four different models is the primary 
thrust of the monograph, and, therefore, a brief 
presentation of each model will be presented to 
aid the prospective reader. The models run the 
gamut from supplementary disclosure of price- 
change effects to an inclusion of the price 
changes in the accounts and subsequent explicit 
recognition in the financial statements. Model A 


provides for supplementary condensed financial ` 


statements based on a historical cost system but 
restated in units of general purchasing power 
incorporating the concepts presented in the 1974 
FASB exposure draft entitled Financial Report- 
ing in Units of Purchasing Power. Model B com- 
pensates for the major effects of inflation by pre- 
paring a conventional statement on historical 
cost except that inventories are valued at LIFO 
and depreciation in the income statement is com- 
puted on a current cost basis. Model C is based 
partially on historical cost and partially on cur- 
rent costs, closely resembling the models pro- 
posed in the United Kingdom. Holding gains 
and losses are separately reported and clearly 
distinguished on the income statement. Finally, 
Model D applies current values to all resources 
and obligations of the enterprise. These current 
values were measured by using net realizable 
values, replacement costs, and, in some cases, 
the discounted present value of estimated future 
cash proceeds. Although several decisions con- 
cerning specific measurement and implementa- 
tion issues were required of the task force, these 
pragmatic decisions did not appear to com- 
promise the conceptual foundations of the 
models. 

The analysis of the four different sets of finan- 
cial statements was expressed as a percentage of 
the equivalent items presented for the conven- 
tional historical cost model. For example, net 
income under Model A was shown to range from 
27 percent to 126 percent of the individual firm’s 
historical cost income figure. Although these 
percentage comparisons for each of the income 
statement and position statement items will allow 
the reader to gain an initial perception of the 
varying effects of models, the important addi- 
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tional evaluation of the reasons for the differ- 
ences is foreclosed by the anonymity of the 
sample companies and by not presenting im- 
portant company and industry characteristics 
such as the type and age of each firm’s pro- 
ductive asset base. 

The study concludes with a presentation of the 
participants’ responses to several questions about 
the implementation problems they experienced 
and their opinions of the utility of the models. It 
was interesting to note that the participants’ 
ranking of the usefulness of the models for 
investment or credit granting decisions was quite 
diverse, reflecting a lack of unanimity for any of 
the alternatives presented. The vast efforts of the 
23 participating firms are reflected by the fact 
that many of the firms spent thousands of man 
and computer hours on the experiment, with one 
firm spending over 10,000 hours generating data 
for the project. These costs provide some evi- 
dence on the potential burden of a change in 
reporting models and must be considered in any 
final recommendations of the FASB or SEC, 

In summary, the monograph provides real data 
to persons interested in the implementation and 
evaluation of financial reporting models which 
include the effects of changing prices. This 
experiment helps fill a void in any consideration 
of reporting alternatives and should serve as a 
data base for future research into not only the 
costs, but also the benefits of recognizing and 
reporting the effects of changing prices on the 
enterprise. 

RICHARD BAKER 
Associate Professor of Accounting 
Northern Illinois University 


RONALD J. THACKER, Accounting Princt- 
ples, Second Edition (Englewood Cliffs, 
New Jersey: Prentice-Hall, Inc., 1979, pp. 
xxvii, 996, $15.95). 


If an instructor is looking for a text designed 
specifically for students who are working in self- 
study or programmed learning type courses: of 
study, this edition is recommended. The text 
seems better suited to non-accounting majors 
than accounting majors on either an under- 
graduate or graduate level. 

The author’s primary objective in the book is 
to provide students with the opportunity to 
thoroughly understand basic accounting con- 
cepts and procedures. This should enable stu- 
dents to appreciate the accountant’s role in busi- 
ness, which is to provide economic information 
for decision-making purposes. To accomplish 
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the above objective, the author emphasizes a 
three-phase learning process: (1) reading of the 
text, (2) working exercises and problems at the 
end of each section, and (3) the use of supple- 
mentary materials to reinforce the learning 
process. Although this general approach is used 
by most other textbook authors, this author puts 
a much greater burden on students to accomplish 
the major objectives. 

Organization of this text is somewhat unique in 
relation to other accounting principles texts on 
the market. Text material is divided into chapters 
and subsections within each chapter referred to 
as units. There is a total of 24 chapters, with each 
chapter containing two or three units. Each unit 
is organized into four elements: (1) a statement of 
the objective or purpose of the unit; (2) the man- 
ner in which the objective will be attained; (3) 
the text material, questions, exercises, and 
problems; and (4) a summary of new terms. This 
type of organization results in a minimum of 
chapters but a considerably spread-out and de- 
tailed coverage of the topics. Often when cover- 
age is so spread out, continuity and understand- 
ing of the total accounting environment are lost. 
Additionally, the amount of concentration de- 
manded of students by this approach is often 
greater than the students can afford or are willing 
to give. An exception might be classes in which 
students are permitted to work at their own 
speed, The question then is, how much detail is 
necessary in a basic principles of accounting 
text? The answer, of course, is unknown. How- 
ever, in the opinion of this reviewer, the presen- 
tation of accounting material should be split 
between the text and the instructor in the class- 
room. Under this assumption, the instructor is 
responsible for details and fine points, while the 
student is exposed to the concepts and proce- 
dures through the text and supplementary 
material. 

The primary advantages of this text are that it 
is clearly written and quite readable. These ad- 
vantages do not nécessarily apply to many of the 
competing texts on the market. Also, chapter or 
unit material is presented in a very clear and 
logical manner, often including items which are 
important to the student’s understanding of the 
process and related procedures. For example, 
the unit on cash and marketable securities (pp. 
271-287) includes a rather complete outline of 
the steps necessary to reconcile a company’s 
bank accounts. This type of approach gives 
students an understanding of the control aspects 
involved and the steps leading to the preparation 
of the bank reconciliation schedule itself. Many 
instructors tend to omit from classroom discus- 
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sion procedural details of reconciling bank ac- 
counts, The result is that students never really 
understand what is involved in reconciling bank 
accounts. 

The book includes sections on both financial 
and management accounting concepts and pro- 
cedures. The management accounting chapters 
are generally traditional in nature and include 
basic cost accounting as well as some aspects of 
management’s need for accounting information. 
From this section of the text, students gain an 
understanding of the accountant’s primary role, 
which is a communicator of economic informa- 
tion to users for decision-making purposes. 

In summary, the author has done an effective 
job in presenting basic principles of accounting 
material. However, the considerable detail and 
spread-out nature of the topics suggest somewhat 
limited use for this type of text. 

STANLEY H. KRATCHMAN 
Associate Professor of Accounting 
Texas A&M University 


E. R. THOMPSON and ANNE KNELL, The 
Employment Statement in Company 
Reports (London: The Institute of Char- 
tered Accountants in England and Wales, 
1979, pp. 17 text, pp. 79 appendixes, 
£4.95). 


This study was prepared for the Accounting, 
Standards Committee of the Institute of Char- 
tered Accountants in England and Wales and 
published by it as “a worthwhile contribution to 
discussion.” The study was a response to the fifth 
section, Employment Statement, of the July 1977 
Green Paper entitled The Future of Company 
Reports. A green paper is issued as the proposal 
stage for a white paper, which is a definitive 
governmental legislative statement. 

The reviewer considered four reasons why 
U.S. accountants might be interested in this 
publication. The reasons were (1) an example of 
how to combat governmental intrusion into the 
mandating of an employment reporting section 
in annual reports, (2) a review of European em- 
ployment reporting in the annual report, (3) an 
example of labor union interest in financial 
reporting, and (4) a source for the Green Paper. 

The authors reject the use of a Statement of 
Standard Accounting Practice (SSAP) to promul- 
gate the requirement and contents of an employ- 
ment statement in the annual report. They con- 
clude that the goal of the Green Paper to “give an 
indication of the effectiveness of management in 
its use of employee resources” is unreachable by 
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the information mentioned in the Green Paper. 
Validity of inter-firm comparisons is questioned 
because of serious definitional problems. The 
authors consider the proposed Employment 
Statement as outside the scope of financial ac- 
counting, as redundant with and inferior to labor 
reports already made to the government, as not 
demanded by stockholders because of no felt 
need for the information, as not meeting the 
more specific information needs of employees, 
and as of considerable cost to some companies. 

The authors mention current practices for 
employment reporting in European annual re- 
ports. Appendix 1 contains a sample of two 
employment reports from private sector firms in 
the United Kingdom. Appendix 2 includes a 
detailed chart of the coverage of employment 
reports in the annual reports of ten nationalized 
industries in the United Kingdom, as well as 
sample reports from the British Steel Corpora- 
tion and the British National Oil Corporation. 
Appendix 3a describes the employment report 
required in French annual reports and is ex- 
tremely worthwhile reading, as the French sys- 
tem is operational. Appendix 3b studies various 
comments about personnel matters in the annual 
reports of selected corporations from West 
Germany, Austria, and Switzerland. 

Appendix 5 contains the trade union position 
on the Green Paper. This position was informa- 
tive, since trade unions have rarely expressed 
written positions on financial accounting mat- 
ters (at least in the U.S.). The first sentence of 
the position is indicative of its tenor: “For the 
future, the major thrust of trade unionists seek- 
ing improved information about companies for 
which they work is going to be through the 
development of collective bargaining machinery, 
rather than looking to published company re- 
ports.”. The last appendix contains the Green 
Paper on The Future af Company Reports, which 
was a useful tool for. comparison between U.K. 
and U.S. regulatory approaches. 

If one is interested in the aforementioned four 
reasons, this study is a worthwhile purchase. 

RICHARD VANGERMEERSCH 
Associate Professor of Accounting 
University of Rhode Island 


R. A. I. VAN FREDERIKsLUST, Predict- 
ability of Corporate Failure (Leiden, The 
Netherlands/Boston: Martinus Nijhoff 
Social Sciences Division, 1978, pp. 128, 
$17.00). 


This book is an attempt to predict business 
failure of companies trading on the Amsterdam 
Stock Exchange and to develop a testable theory 
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of financial failure. The first objective is 
achieved, but the second objective is only par- 
tially satisfied although it is an interesting start. 

In the first chapter, the author defines failure 
as a negative cash balance. This definition. 
changes, when the empirical work is done, to 
bankruptcy or liquidation. Since many firms 
have negative cash balances from time to time 
and are not bankrupt, the author should have 
indicated why bankruptcy and a negative cash 
balance are identical, 

The author then surveys the literature which 
deals with predicting firm failure. The review 
contains a very good discussion of discriminant 
analysis which could be understood by most 
students. The author’s review of the field in- 
cludes several studies of European business 
failures which would not be available to most 
Americans and so is quite useful. On the other 
hand, he does not include some important Amer- 
ican works on this subject, e.g., Deakin. Over- 
all, the survey is well done. 

Next, the author attempts to develop a theory 
of financial distress based on the work of Donald- 
son. He derives a measure of internal debt 
coverage which is defined as tke beginning cash 
balance plus cash flow from operations divided 
by short term debt. This ratio measures liquidity 
as management views it. Creditors also look at 
profitability, solvability, variatility of liquidity 
and profits, and industry and general economic 
variabies. The author asserts that only profit- 
ability will be considered as a variable. 

These two variables—liquidity ratio and the 
return on equity—are used to discriminate be- 
tween 20 firms traded on the Amsterdam Stock 
Exchange that went bankrupt between 1954 and 
1974, and a matching set of firms that remained 
solvent. These two variables were able to dis- 
criminate statistically between the groups, and 
Lachembruch’s method was used to determine 
the predictive accuracy of the model. The model 
was then extended by adding additional varia- 
bles, but the predictive ability of the model was 
not significantly improved. 

The book then has two chapters on the practi- 
cal uses of these models and how the models’ pre- 
dictions can be combined with prior probabilities 
in order to make profit-maximizing decisions. 
Both chapters are well written but they do not 
contain any new insights into the lending 
problem. 

The author of this book has done for Holland 
what Altman has done in the U.S. I cannot see 
this book being used as a text except in a bank 
training program, and then the empirical results 
would be downplayed. It is a good book, al- 
though I could make some methodological criti- 
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‘cisms. Although there is not a large market for 
this book, students of business failure will find it 
interesting. 
i ‘ ROBERT L. HAGERMAN 
. Associate Professor of 
Finance and Accounting 
State University of New York at Buffalo 


GLENN A: WELSCH, CHARLES T. ZLATKO- 
VICH and WALTER T. HARRISON, Inter- 
mediate Accounting, 
(Homewood, Ilinois: R. -D. Irwin, Inc., 
1979, pp. xx, 901, $19.95). ` 


In the preface to the fifth edition, the authors 
make two promises. First, they state that this 
edition, rather “. . . than avoiding troublesome 
complexities by omission or oversimplified ex- 
position, it deals’ with them comprehensive- 
ly... .” Second, they announce that “account- 
ing theory and concepts are emphasized through- 
out.” In regard to the first promise, it appears the 
authors have succeeded admirably. The cover- 
age in each major area details current practice 
exhaustively, clearly, and accurately. Each chap- 
ter reads like a thorough, well-organized guide to 
the relevant authoritative literature. The authors 
have even gone so far as to include.a useful ap- 
- pendix to Chapter I that lists all the major official 
pronouncements and the page numbers in this 
‘edition where they are discussed. 

In regard to the second promise of integrating 
theory into the coverage, the authors are less 
successful. This is somewhat surprising because 
_ the first two chapters, which outline the environ- 
` ment, objectives, and central principles of ac- 

counting, are among the best in the book. Later 
chapters, however, frequently give them only 
- passing reference. The chapter on pensions, for 
example, never discusses the arguments concern- 
ing-whether to recognize: unfunded past service 
costs as a liability. Nor does the chapter discuss 


the matching questions involved. Rather, the. 


chapter is more of a recitation of the meaning of 
the terms involved and.a description of the prac- 
- tices required by APB Opinion No. 8. The cover- 
age of income taxes is another example. The 
authors fail to mention the contingent nature of 
deferred income taxes and the possible con- 
comitant effect on the information content of 
financial statements. The Authors also fail to 
remark on the matching considerations as- 
sociated with the problem. Again, the section is 
more of a documentation -of the Provisions of 
APB.Opinion No. 11. 
: Beyond the quality of Copen and 
the problems of theory integration, the text has 
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a number of other attributes. An obvious, and 
successful, effort was made to render the text as 
up-to-date as possible. The text not only men- 


_tions. but also provides good coverage. of pro- 


nouncements published within two months of the 
date of the’ preface (May 1979). The problems 
and exercises tie in well with the material pre- 
sented and are of varying difficulty. The authors 


- State that about 85 percent of the problem 


material has been revised from the prior edition. 
-A number of other changes from prior editions 
are incorporated into the text. Without excep- 
tion, they are all to the-better. Particularly note- 
worthy are the revisions made to the chapters on 
accounting for price changes and present-values. 
The former. provides an excellent discussion of 
the competing historical cost, general price level, 
and replacement cost accounting models. An 
appendix covering ASR 190 is included. The. 
mathematics chapter now has concise notation 
and clear writing.. The present and future value 


tables are color-coded for easy reference. Other 


changes in this edition include the adoption of a 
wider page size and a two-column format. 
Coupled with shading of the exhibits and larger 
type, the cluttered look of previous editions is 
largely solved. A final change. that. should be ` 
mentioned is the judicious inclusion of four new 
appendices. These allow more extensive cover- 
age of specialized areas without interrupting the 
flow of the presentation. 

In a more critical vein, two deficiencies should 
be mentioned, one stylistic and the other more 
specific. First, only six of the 25 chapters provide 
summaries. Given the comprehensive nature of 
the text, summary sections reemphasizing 
general principles and outlining. major excep- 


` tions would be useful to prevent the reader from 


becoming lost in the wealth of detail. Second, 
the authors use a dated approach to the valuation 
of goodwill and, by implication, the value of the 
firm. . The text focuses on the discounting of 
reported, largely unadjusted. earnings. Cash 
flows and the use of asset market values are 
never mentioned in the presentation, The result 
is an oversimplification of an involved valuation 
process which might cause confusion for students 
in later finance courses. 

Tn all, this text appears well suited for sophisti- 
cated intermediate accounting courses. It, is 
comprehensive and probably the most up-to-date 
intermediate text now available: The instructor 
probably will, however, have to provide general 
theoretical ideas to support and place in context 
some of the technical areas addressed. 

: RANDALL B. HAYES : 
Assistant Professor of Accounting 
Michigan State University , 


Professional Firm Publications 


JAMES H. SCHEINER, Dugrerty of Tennessee- Knoxville 


This series is ‘designed to highlight accounting firms’ eaa which may he of 
_ interest to academics. In recent years, the largest public accounting firms have increased ` 
the quantity and quality of their accounting publications. Single copies are usually 
eae upon request from the nearest office. S 


Business Study—France (1979), published by - 


Touche Ross International, is one of a series 
of studies which discusses the business, eco- 
nomic, and general environment of a country. 
Of particular interest are the chapters on ac- 

_ counting, auditing, and taxation. Included in 
‘the accounting and auditing chapter are dis- 
cussions of specific accounting practices, legal 
requirements, the profession, and specimen 
financial statements. The taxation chapter dis- 
- cusses major taxes levied by the government 
on corporations and individuals with sample 
computations. The value added tax is also dis- 
cussed (212 pages). 


How Cities Can Improve Their Financial Report 
ing, published by Ernst & Whinney (1979), is 
based upon a survey of 100 U.S. cities ranging 
in size from the 8th to the 789th largest. The 


guide is divided into three parts. The first ` 


chapter presents the methodology, major find- 
ings, and recommendations. The next three 
chapters discuss the financial reporting of the 
cities surveyed.. The first of these chapters dis- 
cusses major sections of annual financial 
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reports. The second chapter discusses ‘finan- - 
cial statement information and the ‘third 
examines nine selected topics. The final chap- 
ter considers financial reporting by city-owned 


_ utilities. Most of the discussions consider first 


a summary of GAAP reporting requirements, — 
a summary of the surveyed cities, and finally 
excerpts from the reports. A brief summary of 
the excerpts is usually provided (153 pages). 


Internal ‘Accounting Control, published by 


Deloitte Haskins & Sells (1979) is designed to 
present an approach, called Control SET, to- 


_ the study and evaluation of internal control. 
The benefits of the Control SET and its rela- - 


tionship to the audit process are considered. 
Control SET divides the audit into ten seg- 


„ments. The questionnaire, evaluation sum- 


mary, and decision tables used in this ap- 
proach are described and illustrated for one 
of ten segments, purchases, and trade paya- 
bles. The last section reprints the firm’s 1978 
booklet Internal Accounting Control—Current 


_Developments and Implications of the Foreign 


Corrupt Practices Act (49 pages). 


Capsule Commentaries 


THOMAS J. BURNS, Editor 


Commentaries in this issue are by the reviewers noted. 


ROBERT N. ANTHONY and JAMEs S. REECE, 
Accounting: Text and Cases, Sixth Edi- 
tion (Homewood, Illinois: Richard D. 
Irwin Inc., 1979, pp. xxv, 928, $17.95). 


This is a text for instructors who are com- 
fortable with the case method. As in its predeces- 
sor, Management Accounting: Text and Cases, 
the learning process must take place primarily: 
through case discussion, although the text is 
clearly written. For those who must have prob- 
lems, the authors have published a companion 
volume, Accounting Principles Workbook 
(Reece and Anthony, 5th edition, 1979, Richard 
D. Irwin, Inc.). An instructor’s manual is also 
available. 

The substantive changes from the fifth edition 
are primarily: FASB pronouncements through 
January, 1979, greater use of diagrams, a new 
chapter on production cost variances, and more 
and different cases. The other changes are not 
material and mainly consist of expanded discus- 
sion of certain topics which unfortunately is not 
always sufficient to deal adequately with the sub- 
ject, as in the discussion of contingencies. The 
introduction of ratios with applicable topics 
rather than. segregating them works very well. 
The theme of price level considerations through- 
out the financial portion of the book is carried 
out effectively. There is a very good explanation 
of direct versus indirect and variable versus fixed 
costs. The cases are excellent, especially some 
that run in series (from chapter to chapter), such 
as the “Jean Coffin” cases, which deal with con- 
ceptual matters, 

The primary weakness is in the behavioral 
area. Much more could and probably should be 
done to carry a theme of behavioral implications 
throughout the managerial portion of the book. 

This text is suitable for an introductory ac- 
counting course for graduate students or for the 
control area of an extensive management 
development program. Additionally, it might be 
used for a third quarter or semester of account- 
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ing for non-accounting majors at the upper 
division level. 

ELLEN Coox 

Assistant Professor of Accounting 
University of San Diego 


AMERICAN TAXATION ASSOCIATION, Tax 
Planning for Educators (Sarasota, Flori- 
da: American Accounting Association, 
1979, pp. ix, 86). i 


In 1973, the American Accounting Associa- 
tions Committee on Tax Information Service 
issued Faculty Benefits and Tax Planning. Tax 
Planning for Educators, the recently updated and 
expanded version of this earlier publication, was- 
prepared by the American Taxation Association, 
a section of the American Accounting Associa- 
tion. This monograph is presented'in six sec- 
tions: retirement benefits, insurance programs, 
scholarships, fellowships and awards, tax conse- | 
quences of relocation, professional expenses, 
and reimbursements and other fringe benefits. 
Code, regulation, and case citations are given. 
The appendix to the chapter on retirement 
benefits discusses some of the tax aspects of 
TIAA and CREF benefit plans. 

Though, by necessity in outline form, this 
publication will provide the educator with poten- 
tially profitable ideas for further tax study. The 
primary emphasis is placed on the presentation 
of tax planning opportunities rather than the dis- 
semination of tax information. The sections on 
the alternative options that are available for the 
receipt of retirement benefits, tax-sheltered 
annuities, and the tax cautions applicable to tax- 
free scholarships and fellowships are particu- 
larly well detailed in their presentation of tax- 
saving techniques. The frequent inclusion of 
illustrations should prove of considerable as- 
sistance to those with a limited tax background. 

It is to be hoped that the American Taxation 
Association will undertake to keep this publica- 
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tion current and will give greater future attention 
to transfer (estate and gift) and deferred tax con- 
siderations as they apply to the educator. 
ARNOLD KAUFMAN 
Professor of Accounting 
Fairleigh Dickinson University 


Gary M. CUNNINGHAM, An Accounting 
Research Framework for Multinational 
Enterprises (Ann Arbor, Michigan: UMI 
Research Press, 1979, pp. vii, 211, 
$22.95). 


The objective of this book is to present an 
accounting research framework for multinational 
enterprises (hereafter, MEs) to assist accounting 
researchers as they consider the special account- 
ing problems of the MEs. This framework is 
constructed by adopting a systems approach to 
the ME. The book does attain its objective and, 
as such, may be of interest to serious accounting 
researchers of the ME, both faculty and graduate~ 
students, as well as to those who direct this 
research. It may also be helpful as an introduc- 
tion to the ME for those who are interested in 
this subject from an accounting viewpoint. 

Acquisition of this book will confer the follow- 
ing benefits: (1) identification of a number of 
perceived gaps in the current accounting litera- 
ture and knowledge about MEs (these represent 
accounting research opportunities), and (2) pre- 
sentation of the ME as an integrated whole 
system. This latter is a more realistic approach 
than to view the ME asa collection of parts. 

However, some features of the book tend to 
limit its potential usefulness: (1) as can be ex- 
pected of any book on a rapidly developing 
topic, some statements appear dated. As exam- 
ples: In Chapter I, the academic research called 
the most significant to date on currency transla- 
tion is from January, 1975, and in Chapter V, the 
discussion of international auditing does not 
mention the International Federation of Ac- 
countants (IFAC). (2) The book itself cites in 
Chapter I the following four limitations: it is 
based on an idealistic concept of the ME; the 
research framework is conceptual, primarily 
based on reasonable and logical assumptions 
rather than empirical evidence; the limitations 
associated with the general systems approach; 
and the need to contain this subject into a 
manageable size. 

Overall, the book will be of interest to serious 
accounting researchers of the ME, and it could 
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be a beneficial addition to their reference 
libraries. 

Tuomas G. EVANS 

Associate Professor of Accounting 
University of South Carolina 


Dennis M. Doyle, Efficient Accounting 
and Record-Keeping (London: John 
Wiley & Sons, Inc., 1978, pp. 116, $4.95). 


This short paperback is intended for small 
business owners who have very little knowledge 
of accounting and record-keeping. It is part of a 
series of short paperbacks published by John 
Wiley & Sons on topics concerning small busi- 
ness owners. 

In summary, this book is a brief description of 
record-keeping for small business owners. It is 
probably important to keep such a book short, 
but this reviewer feels the book is much too brief 
to accomplish its objective. This brevity could 
tend to confuse the intended reader rather than 
enlighten him/her. 

PATRICK HENNESSEE 
Assistant Professor of Accounting 
Fort Lewis College 


PauL Grapy, Written Contributions of 
Selected Accounting Practitioners, 
Volume 2 (University of Illinois at 
Urbana-Champaign: Center for Inter- 
national Education and Research in Ac- 
counting, 1978, pp. x, 589, $5.00). 


The 40 years that Paul Grady spent in public 
accounting must have been an exhilarating 
period of time. To have been a part of the 
changes which occurred and to have had a major 
role in shaping those changes, must leave him 
with a lasting sense of satisfaction. In reading 
this book, one realizes much of the amazing 
growth of the accounting profession is due to the 
dedication and vision of early practitioners such 
as Grady. 

The book is arranged in chronclogical order: 
Public accounting, 1923-1932; public account- 
ing, Navy Cost Inspection and other govern- 
mental projects, 1932-1942; public accounting, 
writings on Internal Control and Regulatory Ac- 
counting, 1943-1950; and concluding with public 
accounting in the 1950s and retirement activities 
in the 1960s and 70s. 

Several of the selections were especially inter-' 
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esting, particularly his address at the 1944 
AICPA annual meeting, “Advantages of the 
Income Statement Designed to Show Earning 
Power,” which recommended that the format of 
the income statement be changed to show in- 
come from continuing operations and from 
extraordinary items (finally adopted approxi- 
mately twenty years later). Another suggestion at 
that meeting was that a summarized statement 
of major accounting policies be included in all 
annual reports to stockholders, 

Any accountant who has an interest in ac- 
counting history will enjoy reading selections 
from this volume. 

LESLIE L. MCNELIs 
Professor of Accounting 
The University of Texas at San Antonio 


Donap W. KIEFER, Accelerated Deprecia- 
tion and the Investment Tax Credit in the 
Public Utility Industry: A Background 
Analysis (Columbus, Ohio: The National 
Regulatory Research Institute, The Ohio 
State University, 1979, pp. 103, $11.00). 


The first study in a series of occasional papers 
published by the National Regulatory Research 
Institute is addressed to regulatory issues of 
national concern. It sets a high standard of 
scholarship for subsequent papers. The issue 
addressed is the rate-making treatment of the 

. reduced federal income taxes paid by utilities as 
a result of the investment tax credit and ac- 
celerated depreciation provisions of the federal 
tax code. 

The study takes a threefold look at these pro- 
visions. First, the legislative history of each pro- 
vision by analysis of various stated positions, 
including much of the Congressional testimony 
which preceded the passage of each, is reviewed. 
Secondly, algebraic derivations of the relation- 
ships between revenue requirements, tax pay- 
ments, cash flow, and book profits of a utility 
under the alternative regulatory treatments of 
each of the two provisions are presented. Once 
derived, these relationships are applied to his- 
torical data from the electric utility industry as 
a means of analyzing alternative regulatory treat- 
ments. In the third portion of the study, prior 
research studies that have applied computer 
simulations (and in one case a mathematical 
formulation to evaluate the alternative treat- 
ments of these two provisions) are analyzed and 
interpreted. The overall conclusion based on this 
threefold analysis is that a case can be made 
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either for normalization or flow-through rate- 
making treatments depending on the criteria 
one chooses or the circumstances in which the 
regulation occurs. At the same time, the case for 
flow-through treatment does appear to be “more 
limited and risky, and therefore weaker” (p. 79). 
The study is well-developed and carefully pre- 

sented. The originality of the historical and 
empirical portions, which make effective use of 
the large amount of literature and published 
financial data in this area, is appreciated. My 
sole disappointment with the study is a minor 
one. No bibliography was provided. Perhaps the 
Institute or author can provide one to interested 
parties. 

JosEPH P. MATONEY, JR. 

Associate Professor of Accounting 
University of Rhode Island 


HERBERT E. MILLER and GEORGE C. MEAD, 
Editors, CPA Review Manual, Fifth Edi- 
tion (Englewood Cliffs: Prentice-Hall, 
Inc., 1979, pp. x, 900, $25.00). 


In this CPA review, coverage of the topic areas 
has been referenced to the applicable problems 
in CPA Problems and Approaches to Solutions, 
by Charles T. Horngren and J. Arthur Leer, to 
prepare students for the practice part of the 
exam. 

Generally, the chapters are readable and in- 
clude the bare essentials in the shortest amount 
of space. However, the chapters on business 
combinations and fund accounting may be com- 
prehensive enough for the student who has had 
formal classes to do well on related exam ques- 
tions. Chapters begin with a description of where 
that material is likely to appear on the exam and 
the types of questions likely to be asked (i.e., dis- 
cussion question, multiple choice, etc.). Several 
chapters present an outline toward the beginning 
to provide an overview of that chapter’s ma- 
terial. The text could have been more easily 
used had the table of contents given the page 
numbers of topics for each chapter. Instead, the 
reader must rely on the index—which is very 
detailed—to locate topics. 

Topics likely to be covered on the practice 
part of the CPA exam are illustrated with prob- 
lems. However, the text does not provide old 
CPA exam questions and solutions. Neither does 
the text generally provide a chart of the fre- 
quency with which topics have been tested, 
although this information is provided for quanti- 
tative methods and fund accounting. Candidates 
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who have completed, or nearly completed, a 
formal accounting degree program should find 
this a useful text for preparing for the CPA exam, 
MARSHALL HAMILTON 
Associate Professor of Accounting 
University of Nevada, Las Vegas 


KenneTH S. Most and CHARLES W. MUL- 
FORD, Financial Reporting by the Oil and 
Gas Industry in Europe: A Survey Based 
on 1977 Annual Reports (Miami: Florida 
International University, 1979, pp. iv, 96, 
$5.00). 


This survey of the 1977 annual reports of 20 
European oil and gas companies follows similar 
surveys that were conducted for annual reports 
issued in the years 1973 to 1975. With the recent 
attention directed to oil and gas industry report- 
ing issues in this country, reading this survey pro- 
vides one with a better perspective on the rela- 
tively extensive U.S. disclosure requirements as 
compared to the requirements in Europe. The 
survey provides excerpts from the financial state- 
ments of a variety of companies, ‘although 
companies located in Great Britain dominate the 
sample. (Fourteen of the companies are British, 
four are Norwegian, two are French companies, 
and Belgium and the Netherlands are repre- 
sented with one company each.) Previous sur- 
veys included companies from Austria, Spain, 
and Germany, but these were deleted from this 
edition due to unavailability of current state- 
ments (Austria and Spain) or due to the sparse 
data provided in the available statements (the 
German companies). 

The survey contains a brief discussion of the 
International Accounting Standards Committee’s 
pronouncements, including a listing of the stan- 
dards that were issued between the time of the 
previous survey (1975) and this. one. In the text 
that follows, the impact of these IASC standards 
on financial statement presentations is men- 
tioned. Twenty-seven items from the financial 
statements are then listed and discussed in order. 
The listed topics vary from “Profit and Loss Ac- 
counts” to “Disclosure of Accounting Policies” 
and “Segment Information.” Each topic is 
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introduced with a summary of the various 
alternative presentations of the accounts. A 
descriptive narrative of some highlights in the 
different company reports, together with ex- 


. cerpts from some of the statements, are used to 


provide the reader with a feeling for the contrasts 
in presentation. 

While only the first four of the LASC standards 
were effective for the period covered by the sur- 
vey, it appears from the survey that compliance 
with the IASC recommendations is limited. For 
example, IASC Statement No. 2,calls for certain 
inventory disclosures, including inventory valua- 
tion policies, and a disclosure of the cost formula 
used. The survey reports that while only one of 
the companies with inventories failed to disclose 
the inventory valuation policies, only eight of the 
14 companies with inventories disclosed the cost 
formula used. The survey notes that only three 
companies changed their inventory disclosures 
since the effective date of IAS 2. 

The survey also discusses the accounting treat- 
ment of exploration and development expendi- 
tures by this group of companies. Although the 
period covered by the survey preceded the 
planned effective data of FASB Statement No. 
19, the survey reports that five of the companies 
used some variant of full cost and 13 employed 
some successful efforts approach to accounting 
for these costs. The differences in treatment of 
the cost center issue and the various costs 
capitalized and expensed are detailed in the dis- 
cussion of this topic. l 

While the preface states that an objective of 
the survey is to trace the progress of financial 
reporting by this industry in Europe, the survey 
itself contains insufficient analytical material to 
assess whether progress has indeed taken place, 
It does, however, provide an interesting contrast 
with the disclosures made by U.S. companies 
and the relative differences in comparability 
across companies. For this reason as well as for 
the interests of those specializing in the inter- 
national accounting area, the survey provides a 
capsule view of financial statement presentations 
for companies in a common industry. 

Epwarp B. DEAKIN 
Associate Professor of Accounting 
The University of Texas at Austin 


Books RECEIVED JULY 16, 1979 THROUGH OCTOBER 31, 1979 


Adrian, James J., Construction Accounting: 
Financial, Managerial, Auditing and Tax, 
Reston Publishing Company, Reston, Vir- 
ginia, 1979, pp. xii, 360, $21.95. 

American Hospital Association, Internal Con- 
trol, Internal Auditing, and Operations Audit- 
ing for Hospitals, American Hospital Associa- 
tion, Chicago, Illinois, 1979, pp. v, 98, $12.00 

. for members, and $15.00 for others. 

Arnett, Harold E., Proposed Funds Statements 
for Managers and Investors, National Associa- 
tion of Accountants, New York, 1979, pp. ix, 
139, 

Arnett, Harold E. and Paul Danos, CPA Firm 
Viability: A Study of Major Environmental 
Factors Affecting Firms of Various Sizes and 
Characteristics, The Paton Research Center, 
Graduate School of Business Administration, 
University of Michigan, 1979, pp. xi, 54, $6.50. 

Axelrod, C. Warren, Computer Effectiveness: 
Bridging the Management/Technology Gap, 
Information Resources Press, Washington, 
D.C., 1979, pp. xi, 200, $20.95. 

Burgher, Peter H., Editor, Changement: Under- 
standing and Managing Business Change, 
Lexington Books, Lexington, Massachusetts, 
1979, pp. xiv, 277. 

Calpin, Martin, Understanding Audits and Audit 
Report, The Canadian Institute of Chartered 
Accountants, Toronto, Canada, 1979, pp. iii, 
52, $5.00. 

Clark, John J., Thomas J. Hindelang and Robert 
E. Pritchard, Capital Budgeting: Planning and 
Control of Capital Expenditures, Prentice- 
Hall, Inc., Englewood Cliffs, N.J., 1979, pp. ix, 
468. 

Cooper, Keith H. and Colin C. Mills, Canada at 
the Pension Crossroads, Financial Executives 
Research Foundation, 1978, pp. xi, 221. 

‘Dyckman, Thomas R. with the assistance of 
Abbie J. Smith and the FASB Staff, The Ef- 
fects of the Issuance of the Exposure Draft 
and FASB Statement No. 19 on the Security 
Returns of Oil and Gas Producing Companies, 
Research Report FASB, Stamford, Connecti- 
cut, March 1979, pp. xi, 84, $3.00. 

Financial Accounting Standards Board, Re- 
search Report: Economic Consequences of 
Financial Accounting Standards, Selected 
Papers July 1978, FASB, Stamford, Connecti- 
cut, 1978, pp. ix, 278, $10.00. 

Flaherty, Richard E., The Core of the Curricu- 
lum for Accounting Majors, American Ac- 
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counting Association, Sarasota, Florida, 1979, 
pp. xi, 234. 

Greer, Willis R., Jr., and J. Peter Williamson, 
Interim Inventory Estimation ‘Error, Dart- 
mouth College, The Amos Tuck School of 
Business Administration, 1979, pp. iv, 55. 

Halbur, Donna Kearney, Accountants Visit 
School, Halbur Publishing, P.O. Box 11354, 
Santa Rosa, California, 95406, 1979, pp. 20, 
$3.00. 

Ketz, J. Edward, Savings and Loan Accounting, 
The Institute of Financial Education, Chicago, 
1979, pp. ix, 530. 

Kloman, Erasmus H., Editor, Cases in Accounta- 
bility: The Work of the GAO, Westview Press, 
Inc., Boulder, Colorado, 1979, pp. x, 254, $15, 
paperbound, $7.50. 

Ingram, Robert W., Editor, Accounting in the 
Public Sector: The Changing Environment—~ 
A Book of Readings, Brighton Publishing 
Company, Salt Lake City, Utah, pp. xiv, 417. 

Law, C. T., Canadian Income Tax Problems, 
McGraw-Hill Ryerson Limited, Toronto, 
Canada, 1979, pp. xi, 99, $5.95. 

McKeown, James C., Editor, Inflation and Cur- 
rent Value Accounting, Board of Trustees of 
the University of Illinois, Urbana, 1979, pp. 
171. 

Merino, Barbara D., Editor, The Impact of 
Regulation Upon Accounting Theory, Acade- 
my of Accounting Historians and Vincent C. 
Ross Institute of Accounting Research, New 
York University, 1978, pp. iv, 112. 

Mock, Theodore J. and Hugh D. Grove, Mea- 
surement, Accounting and Organizational 
Information, John Wiley & Sons, Inc., New 
York, 1979, pp. xvii, 238, $17.95. 

Mosher, Frederick C., The GAO: The Quest for 
Accountability in American Government, 
Westview Press, Inc., Boulder, Colorado, 
1979, pp. xx, 387, $24, paperbound $12. 

Peat, Marwick, Mitchell & Co., Financial As- 
sistance for Industry and Commerce in the 
United Kingdom, The Institute of Chartered 
Accountants in England and Wales, London, 
1979, pp. 96, 3.95. 

Previts, Gary John and Barbara Dubis Merino, 
A History of Accounting in America: An 
Historical Interpretation of the Cultural Signi- 
ficance of Accounting, Ronald Press Publica- 
tion, Jobn Wiley & Sons, Inc., New York, 
1979, pp. xii, 378, $17.95. 

Sommerfeld, Ray M., Hershel M. Anderson and 
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Horace R. Brock, An Introduction to Taxa- 
tion, 1980 edition, Harcourt, Brace, Jovano- 
vich, Inc., New York, 1979, unpaginated. 

_ Sweeney, Allen, ROI Basics for Nonfinancial 
Executive, AMACOM, New York, 1979, 
pp. x, 115, $9.95. 

Task Force Report, Estimating Current Values: 
Some Techniques, Problems and Experience, 
The Canadian Institute of Chartered Accoun- 
tants, Toronto, Canada, 1979, pp. vii, 48, 
$6.00. 


The Accounting Review, April 1980 


Walsh, Francis, Jr., Identifying Accounting 
Principles: The Process of Developing Finan- 
cial Reporting Standards and Rules in the 
United States, The Conference Board, Inc., 
New York, 1979, pp. iii, 44, $10.00. 

Wright, Wilmer, Management Accounting Sim- 
plified, McGraw-Hill Book Company, New 
York, 1980, pp. x, 253, $14.95. 


` Zeff, Stephen A., Forging Accounting Principles 


in New Zealand, Victoria University Press, 
Wellington, New Zealand, 1979, pp. 88. 


APRIL, 1980 PLACEMENT INFORMATION SECTION 


The deadline for information to be included in the “Placement Information” section is 
two months prior to the date of publication; i.e., February 1, May 1, August 1, and 
November 1. Placement advertising and replies should be sent to the American Ac- 
counting Association, 5717 Bessie Drive, Sarasota, FL 33583. All replies to box 
numbers should be on separate sheets to facilitate forwarding. There is no charge for 
this service to AAA members and associate members seeking employment. Others 
will be charged a fee of $100 per insertion. Ads should not exceed 100 words. 


#201 PORTLAND STATE UNIVERSITY located in Portland, Oregon, invites applications for perma- 
ment appointments in accounting. Available positions are at the Assistant and Associate level. 
Applicants should possess a doctoral degree in accounting although candidates at an advanced 
dissertation stage will also be considered. Performance evaluation at PSU is based upon a judicious 
blend of effective classroom teaching, research and publication, and university and community 
service. The standard teaching load is 9 quarter hours. Programs are offered at both the under- 
graduate and graduate levels. The department enjoys a very close relationship with the professional 
accounting community in the state. Vita should be directed to Dr. Michael R. Gaines, Head, 
Department of Accounting, Portland State University, Portland, Oregon 97207. PSU is an equal 
opportunity affirmative action employer. All interested persons are encouraged to apply. 


BOSTON UNIVERSITY, AACSB-accredited, Department of Accounting, seeks full-time faculty 
members at all ranks. Candidates should possess doctorate, or be very near completion of doctoral 
program requirements. Distinctive features of this excellent opportunity for professional growth 
include B.S., M.B.A., D.B.A. and Executive Education programs; departmental research grants, 
IBM System 370/158; Compustat tapes; and liberal travel support. Candidates should be strongly 
committed to teaching, research and institutional service. Contact Dr. Philip E. Meyer, Chairman, 
Department of Accounting, Boston University, 212 Bay State Road, Boston, MA 02215. Boston 
University is an Equal Opportunity/Afirmative Action Employer. 


FACULTY POSITION, Graduate School of Business Administration, Harvard University, is 
currently searching for one or more assistant Professors to fill positions to teach graduate financial 
and managerial accounting. The positions entail substantial case-method teaching at graduate and 
executive program levels and strong potential and interest in field-based case-course development 
and research on issues of significance to academics, management, and the accounting profession. 
Salaries are in the range of $25,000 to $27,000 for the academic year. The School encourages summer 
case-course and management-oriented research through its Division of Research and Course 
Development. Applicants should submit current vitae; full transcripts of undergraduate and gradu- 
ate work; GMAT and/or GRE test scores; a list of honors and awards received; copies of publica- 
tions, current working papers, and cases written; description of courses taught, particularly those 
in which case-method teaching has been done; a statement of why he or she is specifically well 
qualified for the position; and a list of references. Send full package of requested materials to: 
Professor William Bruns, Harvard University Graduate School of Business Administration, 
Soldiers Field, Boston, MA 02163. Harvard University is an affirmative action equal opportunity 
employer. 


PROFESSOR OR ASSOCIATE PROFESSOR OF ACCOUNTING, California State University, 
Fresno, (between San Francisco and Los Angeles in the middle of the San Joaquin Valley). Applica- 
tions for 1980-1981 are being accepted from candidates who have teaching and research interest in 
accounting, who have demonstrated teaching effectiveness and research capabilities, and who, 
preferably have an earned doctorate in accounting. Preference will be given to candidates who have 
had accounting experience, or who are Certified Public Accountants. Some background in com- 
puters or quantitative methods is desirable. The candidate will be expected to teach undergraduate 
and graduate courses in accounting, to engage in instructionally and professionally related activities 
and research. Salary and rank will be commensurate with academic qualifications and experience. 
Graduate and undergraduate programs are accredited by AACSB. California State University, 
Fresno is an Equal Opportunity/Affirmative Action Employer. Interested candidates are invited 
to submit their vitae to Dr. Elwyn L. Christensen, Chairman, Department of Accounting and 
Quantitative Studies, California State University, Fresno, Cedar and Shaw Avenues, Fresno, 
CA 93740. 





MBA-CPA, Age 32. Three years full time teaching experience including a broad range of accounting 
courses. Four years medium-sized CPA firm experience. Five years Government and Non-Profit 
controllership experience. Seeking a faculty position or an accounting research position in the 
New York metropolitan or Fairfield County Area. 


Ph.D., CPA, age early 40s, currently associate professor at major university, desires temporary 
summer teaching position in undergraduate accounting. Public accounting experience, excellent 
teaching record and references. 


DISSERTATION Stage of doctorate in accounting at AACSB accredited school, would like a 
summer position (1980) teaching principles, Intermediate cost or managerial. When my dissertation 
is completed, around summer of 1981, I will be looking for full time employment. Geographic 
areas of interest include the Rocky Mountains and the Pacific North West, but schools from other 
areas are encouraged to respond. 


MBA, Ph.D. in Accounting from top business school, 37, twelve years of teaching experience 
including financial (all levels), managerial, cost and computer, applications in accounting; seeking 
faculty position in accounting where quality and professional education is the primary concern; 
currently full professor in charge of accounting program. No geographical preference, salary 
negotiable. 


THE SCHOOL OF ACCOUNTING, Oklahoma State University, has three faculty vacancies at 
the assistant professor rank. Appointments will be effective Fall 1980. Candidates should have the 
Ph.D. or DBA, and CMA or CPA, strong quantitative research tools, an interest in research and 
writing, and be an effective classroom teacher. Oklahoma State University is an Equal Employment 
Opportunity/Affirmative Action Employer. Please send resumé to Wilton T. Anderson, School of 
Accounting, College of Business Administration, Oklahoma State University, Stillwater, OK 74078. 


Ph.D., CPA, Associate Professor with tenure is seeking position with University offering a strong 
academic and professional program. Credentials include, Big 8 experience, 12 years undergraduate 
and graduate teaching at ASCSB college, publications, active involvement in professional activities, 
excellent teaching record, and some administrative experience. Preference given to location with 
moderate climate. 


DBA, CPA. Seven years teaching experience. Excellent classroom reputation. Numerous publica- 
tions. Seeking full professorship, Fall 1980. Prefer Northeast. 


CLARKSON COLLEGE is seeking faculty members in Accounting. Teaching opportunities within 
our undergraduate, MBA and MS programs are available in all specialties. Earned doctorate and 
CPA or CMA are preferred, but ABDs will be considered. Salary and rank will be commensurate 
with qualifications and experience. Clarkson College is an equal opportunity/affirmative action 
employer. All qualified candidates, including retired persons seeking one or more semesters of 
teaching, are encouraged to apply. Please send vita to Professor Clifford D. Brown, Area of Ac- 
counting, School of Management, Clarkson College of Technology, Potsdam, New York 13676. 


THE DEPARTMENT OF ACCOUNTING, The University of Akron is seeking candidates for 
the headship position beginning July 1 or September 1, 1981. Qualified applicants should possess 
an earned Ph.D. or DBA;; professional certification is desirable. Applicants should currently be 
associate or full professors. Dedication to teaching excellence, research, and professional aciivities 
are important. Rank for this position is open to negotiation and salary is competitive. In addition 
to the baccalaureate degree, the Department offers the MBA, MS in Accounting, and the Master 
of Taxation programs. Both undergraduate and graduate programs are AACSB accredited. Send 
resumés to Dr. Orville Keister, Chairman, Search Committee, Department of Accounting, The 
University of Akron, Akron, Ohio 44325 before October 1, 1980. An equal opportunity/affirmative 
action employer. 


VILLANOVA UNIVERSITY, accounting faculty, applicants are invited for Accounting faculty 
positions for appointments beginning September 1980 and 1981. Ph.D. (Acctg) preferred; MBA/ 
CPA with progress toward Ph.D. considered. Research/teaching experience desirable. AACSB 
accredited. Department has 15 F/T faculty and 800+ majors. Rank and salary will be commensurate 
with academic background, experience and ability. Send Resumés to: Daniel J. O’Mara, Chairman, 
Villanova University, College of Commerce and Finarce, Accounting Department, Villanova, PA 
19085. Villanova is an Equal Opportunity/Affirmative Action Employer. 





THE UNIVERSITY OF SOUTH ALABAMA, has a position open for an Assistant Professor of 
Accounting. Ph.D. or DBA is required. ABDs close to their degree will be considered and carry an 
instructor’s rank until the degree is earned. CPA or CMA is preferred. Salary is competitive. Send 
resumé to: Dr. Pierre L. Titard, Chairman, Department of Accounting, College of Business and 
Management Studies, University of South Alabama, Mobile, Alabama 36688. The University is an 
equal opportunity/affirmative action employer. 


CHAIRPERSON, Department of Economics and Finance, School of Business Administration, 
University of Dayton. Applications are invited for the position of Chairperson, Department of 
Economics and Finance, School of Business Administration. The department offers degrees in both 
economics and finance. Applicants must have an earned doctorate, considerable teaching and re- 
search experience, and an ability to exhibit academic leadership. The Chair teaches part-time and 
the field of specialization is open. Departmental emphasis is on undergraduate teaching, service 
to a large MBA program, and faculty research. Salary: Competitive. Deadline for applications: 
April 1, 1980. Submission to: Dr. Henry H. Stick, Chair, Economics and Finance Search Com- 

` mittee, University of Dayton, Dayton, OH 45469. An equal i action em- 
ployer. 


CENTRAL WASHINGTON UNIVERSITY invites applications for tenure track accounting 
positions starting Fall, 1980. Appointments at assistant or associate rank. Doctorate or ABD, 
teaching experience, computer background and research potential is required. One position in 
advanced, theory and taxation at main campus. One position in auditing, cost, intermediate and 
theory at extended degree program located in Lynnwood, a north Seattle suburb. Send vita to Dean, 
School of Business and Economics, Central Washington University, Ellensburg, Washington 
98926. Applications will be accepted until May 1, 1980. An Affirmative Action/Equal Opportunity 
Employer. 


THE DEPARTMENT OF ACCOUNTING at Murray State University has two openings for 
full-time teaching positions starting in August, 1980. One position requires a Ph.D. or DBA, or 
near completion; CPA or CMA preferred. The other position requires a MS or MBA with a CPA 
or CMA. Salary dependent upon qualifications and experience. The undergraduate program is fully 
accredited by the AACSB. Affirmative Action employer. Send resumés and transcripts to Dr. Tim 
Miller, Chairman, Department of Accounting and Finance, College of Business and Public ie Anaig; 
Murray State University, Murray, Kentucky 42071. 


LORAS COLLEGE, Jowa’s oldest college, with a liberal arts tradition and quality accounting 
program is seeking applicants for teaching introductory and some upper level courses beginning 
August 25, 1980. Normal teaching load is 12 credits per semester with three preparations. Master’s 
Degree or CPA certificate required for tenure. Department graduates 25-35 majors annually. Send 
inquiries to Professor Francis Noonan, Chairman, Department of Accounting and Business, Loras 
College, Dubuque, Iowa 52001. 


GEORGIA COLLEGE—reopening a teaching position in accounting. The required educational 
background is ABD, CPA desirable. Masters will be considered. The School of Business of Georgia 
College offers the opportunity to participate in an academic environment with emphasis on teaching 
with a reasonable balance of public service and research. This search will remain open until positions 
are filled. If you wish to take advantage of this opportunity, send your vita to: Dr. Kenneth Jones, 
School of Business, Georgia College, Milledgeville, GA 31061. An Equal Opportunity/Affirmative 
Action Employer. 


BUSINESS ADMINISTRATION. Indiana University Southeast announces the availability of 
three tenure track positions in the Division of Business and Economics. One position is in Account- 
ing and the other two in one or more of the following fields: Management, Marketing, Operations 
or Finance. Rank: Assistant Professor. Salary : $18,000-$22,500 depending on field, experience and 
qualifications. Ph.D. or DBA required and some teaching or business experience preferred. Sub- 

. stantial progress toward Ph.D. considered for instructor. IUS is one of the eight campuses of the 
Indiana University system and is located in the Louisville Metropolitan Area. IUS offers faculty a 
small campus atmosphere (4100 students) with the resources of a large university system. Summer 
teaching is normally available and faculty are encouraged to be active in the local business com- 
munity. Send resumé by March 15, 1980 to: Dr. Jerry E. Wheat, Division of Business and Econom- 
ics, Indiana University Southeast, 4201 Grantline Road, New Albany, IN 47150. 





LOYOLA COLLEGE, BALTIMORE has openings for faculty members for 1980-81 at all ranks. 
The Department of Accounting has ten full time faculty members and is working toward AACSB 
accreditation. Opportunity to teach in both the undergraduate and Master of Professional Ac- 
countancy programs exists. Salary is highly competitive ($30,000+for proper qualifications). 
Loyola is primarily a teaching institution, but research and writing are encouraged and rewarded. 
Candidates should have earned doctorate, but those having reasonable expectations of completing 
the doctorate in the near future are encouraged to apply. Send resumé to: E. Barry Rice, Chairman, 
Faculty Search Committee, Department of Accounting, Loyola College, 4501 North Charles Street, 
Baltimore, Maryland 21210. EOE/AAE. 


ACCOUNTING DEPARTMENT HEAD, Ferris State College, Big Rapids, Michigan. The posi- 
tion available July 1, 1980, but no later than July 1, 1981. The department has a faculty of 20 and 
750 student majors. The department is in the process of developing a five-year program. Candidates 
must have an appropriate doctorate, hold a CPA certificate, and have college teaching experience, 
Administrative experience and business experience highly desireable. Send resumé and other 
supportive information to Keith O. Fuller, Department of Accountancy, School of Business, Ferris 
State College, Big Rapids, Michigan 49307. College is an equal employment opportunity affirmative 
action employer. 


THE UNIVERSITY OF TOLEDO—academic accounting positions available—Assistant and 
Associate rank. Excellent academic and professional environment for research and consulting. 
Ph.D/DBA preferred but MBA plus CPA will be considered. BBA, MBA, BS-Accounting programs 
are accredited. Fine physical facilities and superior faculty fringe benefits. Call (419) 537-2279 for 
further details or write: Dr. Robert E. Hensen, Chairman, Department of Accounting, The Uni- 
versity of Toledo, Toledo, Ohio 43606. An Equal Opportunity/Affirmative Action Employer. 


ACCOUNTING POSITION. The School of Business and Public Administration of the University 
of the Pacific, Stockton, California, (a private institution) has a tenure track position available for 
Fall, 1980, teaching undergraduate courses in Accounting. Qualified applicants will possess either 
(1) Ph.D., DBA, or ABD (active dissertation status), or (2) MBA/CPA with five years public 
accounting experience. Preference will be given to applicants primarily interested in auditing. The 


University places primary emphasis on teaching ability. Rank and salary commensurate with 
experience and qualifications. Equal Opportunity/Affirmative Action Employer. Please send letters 
of application and copy of vita to Professor Sue Hinrichs, School of Business and Public Adminis- 
tration, University of the Pacific, Stockton, CA 95211, tel. (209) 946-2476. 


VISITING PROFESSOR—DENVER. The School of Accountancy at the University of Denver 
has a visiting professor position available in the field of accounting September 1, 1980, for one year 
either in the area of Financial or Managerial accounting. Will consider any level, but must have 
teaching experience. Negotiable salary, but competitive with current market. Dependent also upon 
qualifications and experience. Candidates must have an appropriate doctoral degree in Accounting. 
CPA or CMA certification desirable, but not required. Teaching experience required. Robert L. 
Pruitt, Director, School of Accountancy, University of Denver, Denver, CO. 80208. 


THE UNIVERSITY OF ILLINOIS, Urbana, Illinois 61801 invites applications for permanent 
appointments in Accounting beginning Fall, 1980, Available positions at all levels. Individuals with 
Ph.D. or DBA required. Competitive salaries and working conditions. Qualified applicants are 
encouraged to apply. Please send vitae to Professor Norton M. Bedford, Department of Accoun- 
tancy, University of Illinois, Urbana, Illinois 61801. The University of Illinois offers equal oppor- 
tunity in its employment, admissions and educational activities, in compliance with Title IX and 
other civil rights laws. 


CHAIRPERSON, DEPARTMENT OF BUSINESS ADMINISTRATION AND ACCOUNT- 
ING, at the Newark College of Arts and Sciences, Rutgers University, beginning in 1980-81 aca- 
demic year. Candidate should hold Ph.D. or D.B.A. degree, have demonstrated teaching compe- 
tence and scholarly achievement, and have a strong commitment both to professional responsibili- 
ties and liberal arts education. Rank open, but applicant should be qualified for appointment at 
tenured level. Salary competitive, dependent on qualifications and experience. Affirmative Action/ 
Equal Opportunity Employer. Send vita and references by May 31, 1980 to: Dr. Kenneth E. Miller, 
Chairman, Search Committee, c/o Dean’s Office, Newark College of Arts and Sciences, Rutgers 
University, Newark, New Jersey 07102. 





#229 THE AMERICAN UNIVERSITY IN CAIRO announces several faculty vacancies in under- 
graduate Business Administration program, with special emphasis on accounting, finance, market- 
ing, and quantitative methods, Also some vacancies in faculty of master’s degree program in Man- 
agement, requiring specialties in information systems, accounting and finance, management 
principles and organizational behavior, international business, and marketing. Two-year appoint- 
ments beginning September 1980 involve teaching, in English, 9 hours per semester. Doctorate and 
teaching experience required. Rank, salary depend on qualifications. Write, with resumé, to: Dr. 
Thomas A. Lamont, Vice President for Academic Affairs, The American University in Cairo, 866 
United Nations Plaza, New York, NY 10017. 


IN SEPTEMBER, 1980, the Department of Economics will have an opening for a Ph.D. or CPA 
in accounting with a strong background in computers. Salary and rank depend on qualifications 
(e.g., experience and published research). Send resumé to: Professor Morris Silver, Chair, Depart- 
ment of Economics, City College of New York, 138th & Convent Avenue, New York, New York, 
10031. i 


CANISIUS COLLEGE, Buffalo, New York, has a faculty opening for 1980-81. Salary highly 
competitive. Rank—Assistant Professor to Professor depending upon qualifications. College 
offers undergraduate degree in Accounting, and MBA with emphasis in Accounting. The under- 
graduate program is fully accredited by the AACSB. Liberal fringe benefits including sabbatical. 
Ph.D. or DBA preferred, but candidates in final stages of dissertation will be considered. Contact 
Dr. Daniel E. O'Keefe, Chairman, Department of Accounting/Law, Canisius College, 2001 Main 
Street, Buffalo, New York 14208, Phone 716-883-7000, ext. 740. 


THE UNIVERSITY OF ALBERTA, Faculty of Business Administration and Commerce is 
seeking nominations and applications for the Francis G. Winspear Chair of Professional Account- 
ing. Nominations and applications for the Chair are being sought in order that an appointment can 
be made prior to the commencement of the 1980-81 academic year. The candidate being sought will 
have significant academic and/or professional experience with a special interest in the relationship 
of his/her work to the field of public accounting. A generous remuneration and support package 
is associated with the position. The Winspear Professor will not ordinarily have major administra- 
tive responsibilities within the Department of Accounting. Although a permanent appointment to 
the Chair is preferred, candidates for short term appointments are also encouraged to apply. 
Nominations and applications should be sent to: Dr. Roger S. Smith, Dean, Faculty of Business 
Administration and Commerce, The University of Alberta, Edmonton, Alberta. T6G 2G1, Canada. 
The University of Alberta is an equal opportunity employer. 


ACCOUNTING. Positions available August 1980. Ph.D. or DBA required, Will consider ABD 
with firm completion date. CPA desirable. Salary and rank competitive based on past experience 
and other qualifications. Full range of undergraduate and graduate courses. Excellent living condi- 
tions in progressive metropolitan area. Desire candidates in Financial, Tax, and Non-Profit. Send 
resumé by May 30, 1980, to Dr. Frederick D. Whitehurst, Chairman, Department of Accounting, 
Old Dominion University, Norfolk, VA 23508. An Affirmative Action/Equal Opportunity Em- 
ployer. 


COLLEGE OF BUSINESS AND ADMINISTRATION. Positions available in accounting and 
finance, at all ranks. Salary is negotiable and competitive. Expanded and improved undergraduate 
business program moving towards AACSB accreditation. Must have a Ph.D. or DBA in hand, 
CPA desirable. Emphasis is on teaching; research is encouraged. Variable starting dates beginning 
in January, May, June or September. Chicago State University is an urban commuter educational 
institution with a beautiful new campus and has a student population of approximately 7,000. 
Applicants should send a comprehensive resumé to: Joseph M. Goodman, Chairperson, Depart- 
ment of Accounting & Finance, College of Business and Administration, Chicago State University, 
95th Street at King Drive, Chicago, Illinois 60628. Chicago State University is an Equal Oppor- 
tunity/Affirmative Action Employer. 





ACCOUNTING. Permanent positions beginning September 1, 1980, at the assistant, associate or 
full professor rank. DBA or Ph.D in Accounting required. Consideration will be given to candidates 
actively pursuing the doctorate at the dissertation stage. Business and industrial experience is 
desirable. Research is encouraged. Duties include teaching at the undergraduate and graduate 
levels, advising students, and serving on faculty committees. The Accounting Department has over 
1300 students. Indiana University of Pennsylvania is located in the foothills of the Allegheny 
Mountains 40 miles East of Pittsburgh. Salaries and benefits are competitive. Rank is dependent 
upon education and experience. Interested applicants should forward a complete vita to: Mohamed 
E. Ghobashy, Department of Accounting, School of Business, Indiana University of Pennsylvania, 
Indiana, Pa. 15705. An Affirmative Action/Equal Opportunity Employer. 


UNIVERSITY OF MAINE, ORONO is seeking faculty members in Accounting. Available posi- 
tions are at the Assistant, Associate, or Full Professor level. Date of appointment is September 1, 
1980. Starting salary and rank are negotiable; depending upon qualifications and experience. 
Candidates must have an appropriate doctoral degree in accounting or be close to completion. 
All candidates must demonstrate an aptitude for successful teaching, research and public service. 
The University is an equal opportunity/affirmative action employer. Please send vita to W. Stanley 
pie Dean, College of Business Administration, 8 South Stevens, University of Maine, Orono, 
Maine 04469. 


ASSISTANT PROFESSOR OF ACCOUNTING. Faculty position open beginning in September, 
1980. Desired fields are: financial accounting, auditing, and tax accounting. Responsibilities include 
teaching some introductory courses. A strong commitment to excellent teaching is most important. 
Ph.D desired but will consider a candidate who is ABD or a candidate with an MA and CPA. Teach- 
ing load is 12 hours. Salary is competitive with other four-year colleges. An equal opportunity 
employer. Contact: Matthew A. Stephenson, Chairman, Department of Economics and Account- 
ing, Wofford College, Spartanburg, South Carolina 29301. ; 


ASSISTANT PROFESSOR OF ACCOUNTING. Applications are invited from qualified persons 
having research and teaching interests in the field of Accounting. Applicant must have Ph.D. with 
strong mathematical and information economics background and demonstrated ability to teach 
MBA and Ph.D. accounting courses, and be able to conduct research in the applications of recent 
advances in general equilibrium theory under uncertainty and differential information to financial 
accounting; agency theory and accounting in agency situations; responsibility accounting systems 
in organizations and theoretical models of managerial accounting paradigms. Applications should 
include curriculum vitae, names and addresses of three references, thesis proposal or abstract of 
completed thesis, names and addresses of persons supervising thesis, transcript of grades from 
universities attended, and copies of any research papers and/or publications. Application must be 
forwarded in entirety. Salary range is $22,000 to $24,000. Stanford University is an equal oppor- 
tunity employer. Applications should be addressed to a Clark, P.O. Box 5816, Stanford Uni- 
` versity, Stanford, Ca. 94305. 


POSITION IN MANAGERIAL ACCOUNTING. Faculty position in Managerial Accounting 
at Davis’ new Graduate School ef Administration. Rank is open with salary commensurage with 
experience and University salary scales. Possibility exists for joint appointment with another 
department. Ph.D. in accounting business, economics, or related area is required. Duties include 
teaching managerial accounting and maintaining a high level of research productivity. Send. 
curriculum vitae and the names and addresses of 3 references to Dr. Alex F. McCalla, Graduate 
School of Administration, University of California, Davis, CA 95616. Position open until filled. 
Applicants for assistant professor should send graduate transcripts. Position available July 1, 1980. 
The University of California is an Equal Opportunity/Affirmative Action Employer and invites 
applications from all qualified individuals. 


SANGAMON STATE UNIVERSITY, Accountancy Program, is seeking faculty members to 
teach financial and managerial accounting. Ph.D. or ABD preferred. However, applicants with a 
CPA or CMA certificate and superior compensating credentials will be considered. Appointment to 
the rank of professor requires a record of scholarly achievement and significant professional experi- 
ence in public or private accounting and at least three years of full-time college level teaching ex- 
perience. Salary is commensurate with education and/or experience. Contact: Dr. Robert E. 
Maurath, Chairperson, Search Committee, Accountancy Program, Sangamon State University, 
Springfield, IL 62708. An equal opportunity/affirmative action employer. 





FACULTY POSITION IN ACCOUNTING. The University of Akron has opening for Assistant 
or Associate Professors. Earned doctorate preferred, but consideration given ABD, MBA/CPA 
and JD with tax background. Considerable flexibility in courses at the undergraduate and graduate 
(MBA, MS Accounting, and Master of Taxation) levels. Competitive salary and excellent fringe 
benefits. Emphasis on quality teaching; research encouraged. An equal opportunity/affirmative 
action employer. Send vita to Professor Dennis Gordon, Head, Accounting Department, The 
University of Akron, Akron, Ohio 44325. ‘ f 


HERBERT H. LEHMAN COLLEGE of The City University of New York, a senior college with 
accredited accounting program, invites applications for a tenure track position in accounting for 
Fall, 1980. The applicant should be able to teach also a computer-based accounting and auditing 
course. Earned doctorate preferred but will consider candidates with MBA/CPA’s. In addition to 
competitive salary, excellent fringe benefits are provided. Submit resumé, transcript of all under- 
‘graduate and graduate studies, and at least three letters of reference to Professor Chanoch Schreiber, 
Chair, Department of Economics, Herbert H. Lehman College, Bronx, New York 10468, Equal 
opportunity employer. 


A FULL-TIME ASSISTANT or associate level professor of accounting position is open at the 
Claremont Colleges. Appointment will begin as early as July, 1980, and teaching responsibilities 
Sept. 1980. Ph.D. or DBA degree required. CPA certification desirable. Primary teaching and re- 
search interests should be in general areas of financial accounting and information systems. Inter- 
ested candidates please contact Professor Ronald K. Teeples, Chair, Department of Economics, 
Claremont Men’s College, Claremont, CA 91711 or 714-621-8000. A 


CLEVELAND STATE UNIVERSITY is seeking applications for faculty positions in accounting 
{rank is dependent upon candidates’ qualifications). Candidates for assistant professor should have 
the doctorate (or at least at advanced dissertation stage), CPA, CMA, or CIA and research capacity 
favorably considered. Candidates for associate professor and full professor must have doctorate 
and record of publication. Salary negotiable. Send resumé to: Dr: Elise G. Jancura, Chairperson, 
Department of Accounting & Business Law, Cleveland State University, 1983 E. 24th St., Cleve- 
land, OH 44115, or telephone: (216) 687-4721 Equal Opportunity Employer M/F/H. 


` BOWLING GREEN STATE UNIVERSITY is seeking candidates for both permanent and 
temporary positions in accounting and management information systems for September 1980 or 
September 1981. For permanent positions, the rank of assistant or associate professor is available 
depending on qualifications. The Ph.D. degree is essential for these positions. ABDs will be con- 
sidered given an early expected completion date. Applicants should have strong commitments to 
excellence in both undergraduate and graduate professional accounting or systems education with 
appropriate research interests. Candidates for the temporary positions (with the rank of Instructor) 
must hold at least a Masters degree with appropriate course work in either accounting or systems. 
Instructor candidates should have.a strong commitment to excellence in teaching at the under- 
graduate level. Inquiries and resumés should be directed to Dr. Mark F. Asman, Chairman, 
Department of Accounting and Management Information Systems, Bowling Green State Univer- 
sity, Bowling Green, Ohio 43403. 


ACCOUNTING FACULTY: The American University, Washington, D.C., has tenure-track 
positions available at assistant and associate levels. At least ABD/CPA for assistant professor; 
doctorate/CPA for associate professor. Teaching undergraduate, MS in accounting, and MBA. At 
least one new faculty member should have good background in Tax and be able to develop a Masters 
in Taxation program. Salary competitive. Excellent fringe benefits. American University stresses a 
combination of effective classroom teaching, research and publication, and university service. 
Good research and consulting opportunities in D.C. area. Contact Dr. Gary F. Bulmash, Kogod 
College of Business Administration, The American University, Washington, D.C. 20016. The 
American University is an Equal Opportunity/Affirmative Action Employer. 


MILLERSVILLE STATE COLLEGE, Notice of position vacancy, Fall Semester 1980, Depart- 
ment of Economics and Business Administration. Classification and/or rank: Assistant Professor. 
Minimum Qualifications required: MBA, CPA; or Ph.D. or DBA and previous teaching experience 
preferred. To teach advanced financial accounting and federal taxes. Please reply by April 15, 1980- 
to: Dr. F. L. Molz, Chairperson, Department of Economics and Business Administration, Millers- 
ville State College, Millersville, PA 17551. Millersville State College earnestly seeks and is eager to 
receive applications from minority and women candidates. 





#248 COORDINATOR FOR ADMINISTRATIVE SCIENCE PROGRAM. The University of Pitts- 
burgh at Bradford is seeking applications for the position of co-ordinator of a rapidly growing 
Administrative Science Program. Beginning September 1980. Academic Qualification: Doctorate 
preferred. Rank: Assistant Professor or Associate Professor depending upon qualifications. 
Experience: Prefer a candidate with college teaching and/or management experience. Candidate 
should be a generalist who can teach courses in two of the following areas: Accounting, Finance, 
Human Resources/Labor Relations and/or Marketing. The teaching load will be three courses per 
term (normally two preparations). Candidate ‘will co-ordinate the five-person Administrative 
Science Program. Position is tenure-track with strong emphasis on teaching effectiveness. Salary is 
competitive and commensurate with rank and qualifications. The University of Pittsburgh at 
Bradford is an Affirmative Action/Equal Opportunity Employer. Send resumé to: Mr. David L. 
Blackmore, Social Sciences Division, University of Pittsburgh at Bradford, Bradford, PA 16701. 


ACCOUNTING: Permanent faculty position beginning September 1980. Doctorate preferred but 
will seriously consider and MBA/CPA. Candidate must have ability to teach introductory and inter- 
mediate accounting, auditing and taxation; oppoztunities exist to teach at MBA level. Rank and 
salary commensurate with qualifications. Send applications to Director of Personnel, Gannon 
University, Erie, Pa. 16541. An Affirmative Action/Equal Opportunity Employer. 


NORTHERN MICHIGAN UNIVERSITY is seeking to fill an accounting position in the Depart- 
ment of Accounting and Finance. Applicants should have Ph.D. or be in the latter stages of their 
doctoral program and be eligible for the Michigan CPA certificate. Salary and rank competitive. 
NMU has excellent facilities and offers year round recreational facilities. For more information 
send inquiries to: Dr. Dieter H. Weiss, Head, Department of Accounting and Finance, Northern 
Michigan University, Marquette, MI 49855. 


WHITTIER COLLEGE is seeking applicants for a permanent position, with emphasis in financial 
accounting and either managerial or auditing. Preference given to those with doctorate and entry 
at Assistant level; Associate considered, depending upon qualifications. Individuals at ABD stage 
also considered. Whittier is a small, private, liberal arts college with a number of strong professional 
studies programs, and is located 20 miles east of Los Angeles. Excellence in teaching is the primary 
focus, and the standard full-time teaching load is 10 units per semester. Enrollment is currently 
320 students in the undergraduate and MBA program. Faculty will number approximately 16 as 
of 1980-81. We offer competitive salaries. Please send application with vita and references to Dr. 
Phillip Beukema, Chairman, Department of Business Administration and Economics, Whittier 
College, Whittier, California, 90608. Telephone (213) 693-0771, Ext. 330. 


OKLAHOMA BAPTIST UNIVERSITY is seeking candidates for a tenure track accounting posi- 
tion at the assistant/associate professor rank with possible consideration for endowed chair available 
August 1980. Minimum requirements include MBA, CPA/CMA, with record of teaching excellence 
and significant practice in either public or managerial accounting. Prefer doctoral program candi- 
dates. Salary competitive and based on rank/experience. Generous benefits program available. 
Should have interest in Christian environment where teaching excellence is emphasized. Interested 
candidates should send resumes to Dr. Charles O’Neal, Department of Business and Administra- 
tion, Oklahoma Baptist University, Shawnee, OK 74801. (405) 275-2850. Equal Opportunity/ 
Affirmative Action Employer. 


Ph.D. in accounting, age 32, seeks position at a school in New York City or New Jersey. Currently 
assistant professor at a major university in the Northeast. Good teaching and research records in 
financial and auditing. Practical experience. Available summer 1981, possibly earlier. 


ACCOUNTING: Position open for instructor in accounting for fall of 1980. Ph.D. or MBA with 
accounting specialty or MBA with undergraduate major. Apply to: Clinton Kind, Chairman, 
Department of Accounting, College of Business, Mankato State University, Mankato, MN 56001. 


ACCOUNTING: Assistant/associate professor tenure track opening to teach undergraduate/ 
graduate courses in managerial and/or financial accounting. New MSA program (Sth year) in 
planning stage for fall 1981. Ph.D. or DBA in accounting required. ABA in advanced dissertation 
stage will be considered. Other professional certifications desirable. Send resumé to Dr. Weldon H. 
Walker, Chairperson, Department of Accountancy, Suffolk University, School of Management, 
47 Mt. Vernon Street, Boston, Massachusetts 02114 (phone: 617-723-4700, ext. 390). 





#256 WE'RE LOOKING FOR the smoothest-talking accountants in the country—Miller Accounting 
Publications, Inc., a subsidiary of Harcourt Brace Jovanovich, Inc. seeks the best lecturers in the 
country to help present a new breed of CPE to the profession. If you’re good enough, you'll get a 
shot at engagements with State Societies, major corporations, CPA firms, and leading universities. 
Highly competitive compensation, including all travel expenses. Good contacts inevitable. We 
provide original, detailed Discussion Leader’s Manuals to accompany each topic. Guaranteed to 
shrink your usual preparation time while increasing quality of the lecture! For information, submit 
a detailed resumé and letter indicating your area(s) of specialization to Director of CPE, Miller 
Accounting Publications, Inc., 757 Third Ave., NY, NY 10017. 





- THE DEPARTMENT OF ACCOUNTANCY ` 
AND TAXATION COLLEGE OF- 
BUSINESS ADMINISTRATION 


UNIVERSITY OF HOUSTON 
© IS 
PROUD TO ANNOUNCE 
THE ARTHUR YOUNG & CO. DOCTORAL SCHOLARSHIP 
IN EDP AUDITING 
AVAILABLE FALL 1980 


STIPEND: 


$6000 Scholarship each year for a maximum of three years. 


_ DUTIES: - sane 
To provide research support to faculty members working in the area of 
EDP Auditing. — 


Under separate contact the student may: supplement the scholarship funds 
through a teaching assistantship program. 


QUALIFICATIONS: 
Preferrably a completed Business or Management Masters Degree with 
a technical undergraduate degree. 


Candidates without a Master’s Degree but with a technical undergraudate 
degree,.or related work experience are invited to apply. l 


HOW TO APPLY: 
For an application and program information please write to: 


Professor Ira R. Weiss 

University of Houston 

College of Business Administration 
Houston, TX 77004 


Completed Applications are due no later than June 1, 1980 


- The Department of Accounting and Taxation 
supports Doctoral Scholarships and Research 
Fellowships in the areas of Accounting, 
Auditing and Taxation 





Universite 


TEACHING POSITIONS 


Available in Accounting 
La Faculté des sciences de l'administration de l'Université Laval (A French language university) expects 
to make several appointments in its accounting department. Appointments of visiting and permanent 
professors will be made as of January, 1980, and September, 1980. All ranks are available, depending 
upon qualifications and experience. 
DUTIES: Conducting research and teaching at both the graduate and undergraduate levels. 


QUALIFICATIONS: The doctorate degree is required, but students in the dissertation phase are 
eligible. Leaves of absence to complete Ph.D. work can be obtained. 


SALARY: Salary depends on rank and experience. The range is currently $20 000-$38 500. 
When the opening(s) are officially announced, applicants will be personnaly notified by mail. 


Send curriculum vitae to: 

Jean-Louis Malouin 
Vice-doyen 

Faculté des sciences de l'administration 
Université Laval 
Sainte-Foy (Québec) 
G1K 7P4 





Cité universitaire, Québec 


Accounting Students and 
Abstract Reasoning 


By GEORGE E. SHUTE 


_ This Research Report represents the first stage of a full scale study of the 
cognitive development of accounting students. This report discusses how 
the development of analytic reasoning is the concern of educators con- 
cerned with the professional development of practicing accountants as 
well as the development of students in collegiate accounting courses. 


71 pages 
Members... ..cccccvcccccerecesce 93.00 
Nonmembers......-ceeererececcee $0.00 








1980 Distinguished International 


The American Accounting Association is pleased to an- 
nounce the selection of its 1980 Distinguished International - 
Lecturers in Accounting. George J. Benston, University of 
Rochester, was selected as the United States professor to visit 
educational institutions in Central and South America. Klaus 
R. Macharzina, ‘University of Hohenheim in Stuttgart, 
Germany, was selected as the Distinguished Lecturer to visit 
schools in the United States and Canada this spring. 








AAA 1980 United States 
Distinguished International 


Lecturer in Accounting 


George J. Benston has been selected as the United 
States professor to lecture at universities in Central and 
South America during 1980. He received his B.A. degree 
; from Queens College (cum laude), the M.B.A., in Ac- 

- pRa counting and Taxation from New York University, and 
Ph. D. from the University of Chicago. He began his teaching career at Georgia 
State College in Atlanta and taught at the -University of California, Berkeley, 
and the University of Chicago before joining the faculty at the University of 
Rochester in 1966. He was also a visiting professor at the London Graduate 
School of Business Studies, the London School of Economics, and the Hebrew 
University of Jerusalem. George Benston has been professor of accounting, 
economics and finance at the Graduate School of Management of the Uniyerty 
of Rochester from 1969 until the present. 

George Benston has served in many consulting capacities to industry and 
governmental agencies. He has published many articles and monographs in- 
cluding numerous contributions to THE ACCOUNTING REVIEW, Journal of- 
Finance, Journal of Bank Research, and Fortune Magazine. George Benston. 
joined the American Accounting Association in 1964 and has served on the 
editorial board of THE ACCOUNTING REVIEW and on the Screening Committee ` 
for the Notable Contributions to Accounting Literature Award. He is the 
author of two books. 

As the 1980 U.S. Distinguished International Visiting Lecturer in Accounting, 
George Benston is scheduled to lecture in Columbia, Argentina, Mexico, 
Costa Rica, Brazil, Venezuela, Peru, and Puerto Rico. " 


= 











Lecturers in Accounting 


The American Accounting Association is appreciative of 
the financial support the Distinguished International Lecturers 
program has received from the Exxon Corporation. The 
Exxon Controller’s Grant in the amount of $3,500 has been 


received by the Association for this purpose again this year. 





1980 AAA International 


Lecturer in Accounting — 


aN Klaus R. Macharzina has been selected by the Ameti- 
4< can Accounting Association to lecture in the United 
States during the spring of 1980. Dr. Macharzina is 
Professor of Business Administration at the University of 
Hohenheim in Stuttgart, Germany. He is also Managing 
Director of the Institute of Management Research and 
Development in Stuttgart and Managing Editor of the 
Maniam International Review. Dr. Macharzina’s university education was 
at the University of Munich where he studied economics, business administra- 
tion, sociology and psychology. He was awarded the doctorate from the 
University of Munich in 1970. In addition to the publication of many articles in 
German language publications, he has published frequently in Management 
International Review and is the author of five books. Klaus Macharzina also 
serves as editorial advisor for Journal of Business Finance and Accounting and 
the Journal of Enterprise Management. Prior to his academic career, Dr. 
Macharzina was employed as Chief Accountant by Amsco-Europ GmbH in 
Munich. His academic career includes teaching positions at the University of 
Munich and the University of Augsburg as well as the International Centre for 
Research in Accounting at the University of Lancaster. He has been Professor 
of Business Administration at the University of Hohenheim since 1976. 

‘As the 1980 Distinguished International Visiting Lecturer in Accounting to 
the United States, Klaus Macharzina will visit the following schools this spring: 






University of Saskatchewan University of Kansas 
Washington University—St. Louis Michigan State University 
University of Kentucky West Virginia University 


University of Mississippi University of South Carolina 





Turning classroom problems. 
into real-world practice. 


THE 


INCOME TAX AND BUSINESS DECISIONS 
-An Introductory Tax Text, Fourth Edition 
William L. Raby, Touche Ross and Company 








A major entry In the tax field, the text focuses on provisions affecting busi- 

ness and investment decisions, Income taxes and transfer taxes (involving 

the estate planning process). Giving an insight into the real world of tax 

practice, it fosters tax research skills so students recognize tax aspects of 

business situations and know who/where to seek out practical responses | 

and planning strategies. The author presents the facts in a context of mean- 

ingful relationships to form a general easily-retained pattern, providing a 

foundation for later learning. 

The text, assuming some basic knowledge, Is suitable for a wide variety of 

courses and covers: 

e Pervasiveness of tax considerations in common administration and 
accounting decisions 

e Broad rules of income taxation; government and the taxpayer; 
complexities, uncertainties inherent in U.S. approach to taxation 

e Conceptual fundamentals of taxation which allows maximum benefit 
from advanced tax work 

What’s been added! 

e Reorganization and rewriting of chapters on Estate Taxes, Gift Taxes, 
Trusts and Insurance to reflect passed legislations . 

e Increased number of questions, problems and case excerpts for - 
provocative classroom discussion 

e Shorter and sharper chapters on individual income tax to improve 
teachability, allowing more time for advanced topics 

e Chapters on tax reform 


Learning aids 
s Running problems throughout for concentration on differences in 
treatment of tax entities within the same factual patterns 
e Excerpts from court decisions — updated and examined 
e Clearly-marked research questions requiring use of tax handbook 
e Problems involving simple return preparation to bring out basic 
_ concepts and foster tax form familiarity 
e Student Supplement Issued annually to keep materials current 
Teaching aids 
e Teacher's Manual 
1978 528 pp. cloth 


Prentice-Hall 


For further information, or to- reserve an examination copy of this fourth 
_ printing, please write to: Robert Jordan, Dept. J-210, Prentice-Hall, Inc., 
Englewood Cliffs, New Jersey 07632. . 











-= Just published! 


The new standard | 
for the first course in auditing... 


MODERN AUDITING 


Walter G. Kell . CPA 
University of hires 


Richard E. Ziegler, Ph.D., CPA 
University of Ilinois at Urbana — 


Clearly presented for undergraduates, challenging enough for your graduate 
students, MODERN AUDITING is a major advance over. previous texts in 
the field... 


Special features: 
l Extensive Coverage of internal accounting control in response to the 
requirements of the Foreign Corrupt Practices Act plus a full chapter on SEC 
accounting and reporting requirements. 


2 Organization that reflects both sound pedagogy and the realities of the ` 
contemporary practice of auditing for providing insight into the “why” as 
well as the “how” of current auditing practice. 

3 Comprehensive presentation of the auditor’s study and evaluation of EDP 
together with specific applications and case studies of EDP in the tests of 
transactions and balances. 


4 Class-tested and reviewed by leading accounting educators and audit part- 
ners of professional accounting firms. 


5 Student aids feature special introductory siuay objectives for each chapter 
and extensive end-of-chapter materials including a variety of questions and 
problems from uniform examinations and case studies drawn from three 
international public accounting firms. A separate student ey Guide and 
comprehensive Instructor’s Manual are available. 


6 Identification of functions, common documents, accounting Peer and 
data files for transaction cycles as well as detailed explanations of the 
prevention and detection of errors and irregularities. 


The auditing text for the 80's! 


In requesting. your complimentary examination copy, please specify your 
course number and title, enrollment, and present text. Write to: 


Wa College Textbook Division 

Warren, Gorham & Lamont, Inc. 
810 South Street 
Boston, Massachusetts 02111 


ACCOUNTING ASSETS... 


‘from Ronald Press 


PRINCIPLES OF ACCOUNTING AND FINANCIAL . 
REPORTING FOR NONPROFIT ORGANIZATIONS 


Malvern J. Gross Jr, Partner, Price Waterhouse ` 
. werd vocabulary 


& Co., & Stephen E Jablonsky, Pennsylvania 
oe University 


„represents a long overdue change from the 
tudinal style of book in this area in that it is 
not comprised of chapter after chapter of 
‘mechanical’ detail to such an extent that the 
underlying concepts and principles cannot be 
comprehended, much less retained.... VERY 
READABLE and UP-TO-DATE .... major points 
are WELL ILLUSTRATED. ...evaluates current 
practice, discusses the future path of accounting 
and reporting in the area. FINALLY WE HAVE 
A HIGH-QUALITY BOOK around which we 
can build a relevant course in. nonprofit ~ 
accounting?” 

Ron Burrows, Dept. of Accountancy, 
Northern Illinois University 


*,..a welcome relief from superficial treatments 
of accounting in nonprofit organizations that 
serve only to increase the administrator’s buzz- 


THE LAW OF TAX-EXEMPT 


ORGANIZATIONS, 3rd Edition 
Bruce R. Hopkins, Member, District of ` 
Columbia Bar 


“a coherent overview of a complex subject 
and a highly useful working tool for the tax ` 
practitioner and the exempt-organization .. 
administrator It is a model of first-rate scholar- 
ship mated to practical use?” 
—Irving Karg, ` 
AMERICAN BAR 
ASSOCIATION JOURNAL 


Here is the only current single-volume refer- 
ence that thoroughly describes Federal Tax laws 
to examine income tax exemption for qualified. 
organizations. Treats all tax-exempt categories 
with annotated documentation of rulings, regu- 
lations, cases, and literature, including current 
articles and law reviews. 

(0 471 05122-5) 1979 

653 pp. $36.50 


the books that tend to submerge one in 
accounting procedural details in referencing 
nonprofit organizations’ 
Mark A. Covaleski, Graduate School of 
Business, University of Wisconsin-Madison 


- Stresses: key financial concepts, financial state- 


ment presentation, accounting and reporting 
guidelines—also includes: 


AICPA Statement of Position (issued January 


1979) 
E Reporting practices and techniques 
W End-of-chapter questions and Bee 
mi Numerous illustrations 
M Instructions Manual 


(O 471-05719-3) 1979 415pp. $17.50 


Available at your professional bookstore or write to 
John V. Storojev, Dept. 0-7654. . 


RONALD PRESS . © 
a division of John Wiley & Sons, Inc. 


605 Third Avenue, New York, N.Y. 10016 
In Canada: 22 Worcester Road, Rexdale, Ontario 
Prices subject to change without notice. 






ATETEA CEUDUEL 
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...-also a welcome relief from ` 


092 0-7654 
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_ MANAGEMENT 
CONTROL SYSTEMS 


Fourth Edition 


Robert N. Anthony and John Dearden, 
both of Harvard University 


MANAGEMENT CONTROL IN NONPROFIT 
ORGANIZATIONS, Revised Edition 


Robert N. Anthony and Regina E. Herzlinger, 
both of Harvard University : 


SHORT AUDIT CASE, Fourth Edition 


Benn B. Barr and Robert L. annakr 
University of Houston 


ADVANCED ACCOUNTING, Fourth Edition 

Charles H. Griffin, The University of Texas, 
Thomas H. Williams, University of Wisconsin, and 
Kermit D. Larson, The University of Texas 


ASY Heads the wat... 
-Mew Accounting Terts for 1950 


ACCOUNTING FOR GOVERNMENTAL AND | 
NONPROFIT ENTITIES, Sixth Edition. 
Leon E. Hay, indiana University 


AUDITING THEORY AND PRACTICE, 
Revised Edition 


Roger H. Hermanson, Georgia State University, 
Stephen E. Loeb, University of Maryland, 

John M. Saada, Ernst & Whinney, and 

Robert H. Strawser, University of Houston 


APPLIED ACCOUNTING THEORY: A Financial 
Perspective 
Philip E. Meyer, Boston University 


AUDITING JUDGMENT: A Book of Cases 


Alan P. Johnson, ‘California State University, 
Hayward 


` Published in 1979- 


INTERMEDIATE ACCOUNTING, Fifth Edition 


Glenn A. Welsch, Charles T. Zlatkovich, and Walter Thomas Harrison, Jr., © 


all of The University of Texas at Austin 


as Examination copies for adoption consideration available on : 
request, Please indicate course title and text presently used. ` 


RICHARD D. IRWIN, INC. 


Homewood, Illinois 60430 
Write for our complete catalog 





In the McGraw-Hill 


‘tradition of excellence 


“7McGRAWAHILL 
GeOou 


in Accounting 


Financial Accounting 


Serge Matulich texas christian 
University, and Lester E. Heitger 


Indiana University 
1980, 880 pages (tent.), $17.95 (tent.), Study Guide, 
Service Firm Practice Set, Merchandising Firm 
Practice Set, Working Papers, Solutions Manual, 
Examination Questions, Overhead Transparencies. 
The first volume of Matulich and Heitger’s 
outstanding two-volume set on financial and 
managerial accounting, this text will guide 
your students from basic concepts toa high 


leve! of achievement. Issues are clearly 
explained and carefully organized, with 
treatment of difficult topics—such as 
statement of changes in financial position— 
reserved until students are capable of 
understanding them. The excellent selection of 
questions, exercises and problems has been 


_independently reviewed for complete accuracy, 
_and the supplement package, prepared by the 


authors and one of the best available, is truly 
supportive of you and your students. 


Managerial Accounting 


Lester E. Heitger indiana university, and 
Serge Matulich texas christian University 


1980, 848 pages (tent.), $17.95 (tent.) Study Guide, 
Job Order Costing Practice Set, Profit Planning and 
Performance Measurement Practice Set, Solutions 
Manual, Examination Questions, Overhead 
Transparencies. 

This complete learning and teaching 
package features a thorough, practical, and 


carefully interrelated treatment of many issues, 
such as alternative choice decision making 
concepts, product costing, and the not-for- 


“profit sector of the economy (subject of a full 


chapter). 

_ The text is easy to read and understand, 
includes many learning aids, and is enhanced 
by a very substantial supplement package, 
prepared by the authors, to make the book 


especially effective. 


Intermediate Accounting 


Loudell O. Ellis university of Alabama in 
Birmingham, and Ronald J. Thacker 


University of New Orleans 
1980, 1280 pages (tent.), $22.00 (tent.) Solutions 
- Manual, Study Guide, Working Papers (Chapters 


1-12), Working Papers (Chapters 13-25), Practice Set, 


Tests and Examinations, Overhead Transparencies, 
List.of Supplementary Readings 


This practical and thorough new text covers 
COLLEGE DIVISION 
McGRAW-HILL BOOK COMPANY 
1221 Avenue of the Americas , New York, N.Y. 10020 





all the topics encountered In an intermediate 
course, and is available with an extensive 
supplement package written entirely by the 
authors. The text is organized around the FASB 
Conceptual Framework Project. The problems 
have been thoroughly checked for accuracy, 
and they relate particularly well to the text 
coverage because the authors wrote them 
concurrently with the text. 


Prices subject to shange. E lV at 











THE Publisher in Business and Economics 


Standing for: 


Intearity in our editorial program which selects for publi- 


cation only those texts that meet high standards 
of pedagogy and ‘academic excellence. Irwin -books can be 
adopted with confidence that they represent. the very best in 
quality of subject matter and form of presentation, written by 
competent and reputable authors. l 


| Reliability in providing prompt and accurate service a | 


faculty, bookstores, and students. Our compu- 
- terized system of order fulfillment assures fast shipment of all 
publications upon receipt of orders — faster than most other 

_ _ publishers. 


World-wide distribution. of Irwin books which are read 


and studied in thousands of colleges and 
universities in the U.S., Canada, and abroad. Authors of Irwin 
books can be assured that their works will be as widely read as" 
possible throughout the world. 


Innovation in pioneering many new developments in 


higher education for business, including pub- 
lication of casebooks. programmed learning, and new series in 
behavioral science for business, quantitative analysis for business, 
and information and decision sciences. 


Noteworthy for providing the best and most complete 


l array of supplementary teaching and learn- 
ing aids to assist instructors and students. Irwin texts are also 
revised at timely intervals to keep them up to date with the latest 
trends and developments. 


‘Look to Irwin for leadership in higher education for business. Since 1933 
we have been committed to publishing exclusively in our specialized 
areas to meet the classroom needs of three generations of students. 


RICHARD D. IRWIN, INC. 
Homewood - Illinois 60430 


















Just Published! 


C P A Review of Auditing 

360 pp. (07691) $14.95 

C P A Review of Business Law 

325 pp. (07692) $14.95 

C P A Review of Theory and Practice 
1300 pp. (07693) $17.95 

KennethA. Smith and 

Albert K. Francisco, 

idaho State University 


Based on material developed in 

the authors’ highly successful CPA 
exam review seminars, these books 
teach and test readers on the infor- 
mation they will need to pass the 
CPA exams. Each volume is divided 
into three sections—-summary dis- 
cussions of important topics, mul- 
tiple choice and essay problems, 
comprehensive practice exams. 

` Solutions to problem sets and prac- 
tice exams are also included in 
each book. The books deal with 
those areas the CPA exams have 
covered since 1972, including 
material from the 1979 exams. Each 
volume is independent. 


Information Systems for Accounting: 
A Book of Readings With Cases 
James R. Davis, Auburn University, 
and Barry E. Cushing, University of 
Utah 400 pp. (01099) $6.95 (tent.) 
This collection of current and rele- 
vant readings may be used with a 
most information systems texts. It 
provides both the latest develop- 

ments in the field and background 

information on the underlying 

concepts of information systems. 

Two lengthy cases are included to 

enhance the learning process. 





New Volumes, New Editions in the 
Addison-Wesley Paperback Series 
in Accounting 


Advisory Editor, William J. Bruns, Jr. 
of Harvard University 


The aim of this series is to aid stu- i 
dents and practitioners of account- 
ing to better understand selected 
aspects of the accounting process. 
These books are comprehensive, 
up-to-date, and include extensive 
bibliographies. They deal with 
recent technological and social 
changes and their impact on the 
accounting profession. These texts 
have been designed as supplements 
for intermediate and advanced 
accounting courses, particularly in 
the areas of theory and management. 





Available Soon! 


The Conceptual Foundations of 
Management Accounting 

Ahmed Belkaoui, Visiting Pro- 
fessor, University of Chicago 

This book defines management 
accounting and examines its rela- 
tionship to accounting in general, 
organizational behavior, econom- 
ics, and other fields. (00097) $5.95 


Information Analysis, Second Edition | 


Joel S. Demski, Stanford University 


This new edition discusses design- 
ing and selecting cost effective 

_ information system models and 
analysis of those models. It pro- 
vides the basis for a study of the 
economic aspects of information. 
(01231) $5.95 


Accounting Policy Formulation: 

The Role of Corporate Management 
Lauren Kelly-Newton, UCLA 
Graduate School of Management 


This text examines the role of cor- 
porate management in the formu- 
lation of accounting policy. It also 
discusses sociological and politi- 
cal factors which may influence 
accounting policy-making. 

(05291) $5.95 


Matrix Methods in Accounting: 
An Introduction John K. Shank, 
Ohio State University 

This book, published in 1972, is 
designed to help students bridge 
the disciplines of accounting and 
mathematics. It focuses on matrix 
methods and their potential 
accounting applicability. 

(07503) $4.95 






Other Fine Books on Accounting 
from Addison-Wesley 


Financial Accounting Information: 
An Introduction to its Preparation 
and Use A. Thompson Montgomery, 
San Francisco State University 

688 pp. (04924) $15.95 


Managerial Accounting Information: 
An Introduction to its Content 

and Usefulness 

A. Thompson Montgomery, 

San Francisco State University 

800 pp. (04927) $16.95 


Accounting Information Systems 
and Business Organizations, 
Second Edition Barry E. Cushing, 
University of Utah 

576 pp. (01016) $18.50 


For complimentary examination 
copies, write to Bill Hamilton, 
Senior Editor. Please state course, 
enrollment, and text now in use. 













| You Can Count On Us! 
For the Best in Accounting Texts 


Reston Publishing Company 


Management Accounting: 
Concepts and Applications 
Ronald J. Thacker, 

University of New Orleans 

Loudell O. Ellis, 

University of 

Alabama at Birmingham 

A straight-forward, understand- 
able introduction to management 
accounting for the second course 
in accounting (following financial 
accounting) or for the third course 
following a full year principles 
course. You'll applaud this book 
for its readability, its organization, 
its user orientation, its teachability, 
and its adaptability to many dif- 
ferent curriculum structures. 


4980 clothbound 542 pp. $48.95 — 


Order # R4194-8 
Student Guide to Management 
Accounting. 


4980 Paperback approx. 276 pp. $6.95 
Order #4196-3 | 


Instructor’s Manual: Order # R4195-5 


‘ Accounting and Information 
Systems _ 
John R. Page, 
University of New Orleans 
H. Paul Hooper, 
University of Virginia 
An Integration of. information sys- 
tems and basic accounting pro- 


cesses that allows the operationali- 
zation of the ideas presented. The: 


authors introduce the concepts of 


information systems only after the 
student is firmly grounded in the 
components and procedures of 
manual accounting systems. 
1979 Clothbound 478 PP. 
Order # RO082-9 

Practice Case fo Accounting 

and Information Systems. — 

A comprehensive practice case 
that gives students a real feel for 
using information systems to contri- 
bute to and carry out accounting 
functions. 


4979 Paperback 25 pp. 
Order # ROO85-3 


Instructor's Manual: Order # R0083-7 


$47.95 


$4.95 


- Accounting Fundamentals: 


ASelf-Instructional Approach 
Sfephen Moscove, 
University of Hawaii 

Coverage of the fundamentals of 
accounting aimed at enabling the 
reader to set up and operate an 
accounting system In a business or 
organization. This practical, logical 
explanation leads to accurate 
preparation of financial statements. 
4977 Clothbound 288 pp. $7.95 


_ Order # RO138-9 


Discussion Questions, Problems 
and Additional Topics for 


- Accounting Fundamentals: A 
- Self-Instructional Approach 


49727 Paperback . 


72 «pp. $3.95 
Order # R1908-4 l oh 





ww 


Federal Income Tax, 1980 
Charles B. Edelson, 

University of Maryland 

Ann H. Green, ; 

Bee County College, Texas 
William O. Green, Jr., CPA 


The newest yearly edition of this 
practical guide to understanding 
tax language and filing procedures 
of the 4040 tax form and related 
schedules. Completely updated 
forthe 1979 fax year. 

4980 Paperbound 272 pp. $40.95 
Order # R1874-4. 

An Introduction to Fund 
Accounting _ 

Edward Lynn, University of Arizona 
Joan Thompson, University of 
Arizona 

The title of this text describes the 


coverage perfectly. If starts from 
the beginning and goes through 
elements of accounting and per- 
miis easy movement into major. 
fund accounting texts in your Fi- 
nance and Accounting Depart- 
ments. -> 


4974 Paperback 134 pp. $7.95 
Order # R365X-5 

Eric Louis Kohler: Rooding: s 
Man of Principles 


William W. Cooper, 

Harvard University, editor 

Yuji ljiri, 
Carnegie-Mellon University, editor 
This book is a comprehensive history 


‘of accounting and a memorial 


tribute to Eric Louis Kohler, 


4979 Clothbound 248 pp. $42.95 
Order # R1773-2 


RESTON 
Publishing Company, Inc. 


a Prentice-Hall company 
Reston, Virginia 22090 


Use This Coupon to Request FREE, Examination Copies 


PLEASE SEND 
Order #, Author, Title 


Order #, Author, Title 


Your Name 
Business or School 
Street/Bullding 
City 


bona ea a a A cea! 


= mm e e m m o o ee o ee ee ee ee 


he a a E Stato een aaa IP nee 
MAIL COUPON TO: Vic Erickson, Reston Publishing Co., mne, 
41480 Sunset Hills Rd., Reston, Virginia 22090 


Long-Term 
- Fangibie 
Assets 
from HBJ 





Accounting 


An Introduction 
SECOND EDITION 
PAUL H. WALGENBACH, 

University of Wisconsin 

“NORMAN E. DITTRICH, University of Tennessee 
ERNEST I. HANSON, University of Wisconsin 

Noted for its outstanding problem material and 
the clarity of its exposition, this introduction to 
the ideas, procedures, and applications of finan- 


cial accounting begins with a presentation of the ~ 


accounting cycle and progresses logically 


through the balance sheet accounts. Flexibility: 


is built into the program through four appen- 
dices (miniature chapters complete with prob- 
lem material) interspersed throughout the 
textbook and through the excellent study aids 
and teaching materials: Study Guide, Practice Sets 
A and B, Working Papers, Solutions Manual, 
Achievement Tests, Key to Achievement Tests, 
Checklist of Key Figures, and Transparencies. “...if | 
: were permitted only one adjective to describe 
it, | think it would be ‘clear? ” 

—John B. Egger, Goucher College 

654 pages 


Ready in July.. 


An Introduction 


to Taxation 
1981 Edition 
RAY M. SOMMERFELD, 
University of Texas, Austin 

HERSHEL M. ANDERSON and 


HORACE R. BROCK, 
’ North Texas State University 


The most contemporary coverage of the tax code 
available in any textbook or manual—incorporating 
all changes in the Federal tax laws up to May 31, 1980. 
Instructor's Manual, Semiannual Alert, Tax Forms, © 
Transparencies, Slides ~ f 


And, coming this fall... 


An introduction 


to Taxation 
Advanced Topics 


RAY M. SOMMERFELD and ANNA FOWLER, 
University of Texas, Austin : 


HERSHEL M. ANDERSON and 


HORACE R. BROCK, 

North Texas State University 
RICHARD BOLEY and JAMES WHEELER, 
University of Michigan 

l MICHAEL MOORE, 
The University of Southern California 


SYLVIA MADEO, 
Washington University, Saint Louis 


JOHN KRAMER and SANDRA KRAMER, 


University of Florida 
JAMES BOYD, Arizona State University 
FRED STREULING, Brigham Young University 


Anew volume covering tax research; taxation of cor- 
porations; taxation of partnerships; taxation of es- 
tates and trusts; wealth transfer taxes; taxes on accu- 
mulated earnings and personal holding companies; 
Social Security taxes; and taxation of international 
transactions. 

676 pages (probable) 

Instructor’s Manual 





HARCOURT BRACE JOVANOVICH, INC. 


New York ¢ San Diego * Chicago. San Francisco * Atlanta 


When your students 


need to 


A comprehensive 2-volume package for the 
CPA candidate, the 2 volumes have everything 
needed to review and study for the Uniform CPA 
Exam. While Volume | is the main text, Volume II 
contains problems and solutions organized ac- 
cording to each part of the exam. 


For each part of the Uniform CPA Examina- 
tion—theory, practice, auditing, and business 
law—CPA REVIEW: A COMPLETE COURSE pro- 
vides— 

1. Aconcise review of relevant subject matter 

2. Self-examinations for each subject subsec- 

tion within each part prepared from questions 
from recent CPA examinations 

3. Amodel composite examination at the end of 

each part drawn from a statistical profile of 
actual previous examinations 


The complete course is a concise, to-the-point re- 
view of relevant subject matter that will enhance 
student understanding. Class tested, it's written in 
sentence outline form and uses a UNIQUE NUM- 
BERING SYSTEM whereby the information, ques- 
tions and answers of both volumes are related to 
each other. In addition, other important features 
are: A point maximization approach, study of pro- 
gress and preparation forms, tables of previous 
exams, section outlines,‘ Test your Progress” at the 
end of each section, model composite exams, an- 
notated answers to multiple choice questions refer 
students to section in Volume | where the subject 
can be found. Also available: annual supplement, 
published mid-year that covers the May exam. 

1980 1000 pp. est. each volume paper 


pass, 
They need Needles and Williams. 


Consulting editors: 

Belverd Needles, Jr. 
Depaul University 

Doyle Z. Williams 

Univ. of Southern California 


Contributing authors: 
(in alphabetical order) 


J. Owen Cherrington, Ph.D., CPA 
Brigham Young University 

Ray J. Clay, Ph.D., CPA 

Texas Tech University 

Dan M. Guy, Ph.D., CPA 

New York, New York 

William W. Holder, Ph.D., CPA 
Univ. of Southern California 

M. Hershal Mann, Ph.D., CPA 
Texas Tech University 

Belverd E. Needles, Jr., Ph.D., CPA 
DePaul University 

Herbert C. Sieg, Ph.D., CPA 
Illinois State University 

G. Kent Stearns, JD, CPA 
University of New Orleans 

Billy M. Thornton, Ph.D. 
Oklahoma State University 

Jan R. Williams, Ph.D., CPA 
Univ. of Tennessee at Knoxville 


Prentice-Hall 





For more information, or to reserve an 
examination copy of any of these books, 
write to: Robert Jordan, Box J-208, 
Prentice-Hall, Inc., Englewood Cliffs, 


N.J. 07632. 


THE CPA EXAMINATION: 
a compiete review (volumes I & II) 


INTERMEDIATE ACCOUNTING 


_ by Loren A. Nikolai (Ph.D., University of Minnesota), University of Missouri, Columbia; 
Richard G. Schroeder (DBA, Arizona State University), Texas A&M University; John 
D. Bazley (Ph.D.; University of Minnesota), University.of Denver; and Isaac N. 
Reynolds (Ph.D., University of North Carolina), University of North Carolina, Chapel Hil. 
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.the totally new, up-to-date text from Kent/Wadsworth with the latest accounting theory, 
principles, and practices including thorough coverege of FASB 33, plus a refreshing new 
outlook on individual topics. 


Here's what you and your students will find i in this exceptional new text: 


¢ AUTHORITATIVE AND COMPLETE COVERAGE OF CURRENTLY IMPOR- 
TANT TOPICS to prepare your students as thoroughly as possible for the issues and 
problems -they'll face in the changing accounting environment of the ’80s, 
For example, pensions and leases are given complete, up-to- 
date coverage, and GAAPs are clearly identified and presented i in 
a context of the way things are today, not as changes in the way 
things were yesterday. 


e A STYLE OF PRESENTATION UNPARALLELED 
for its clarity of explanation, logical progression of nere I 
concepts, frequent examples, and discussions that 


_ anticipate students’ learning processes. 
e A MORE THOROUGH REVIEW OF INTRODUCTORY 


ACCOUNTING PRINCIPLES EARLY IN THE TEXT for - I ew 

those students whose first accounting courses were of a more 
conceptual nature. ` 

e EARLY AND THOROUGH COVERAGE OF PRESENT 


VALUE CONCEPTS, which are then used throughout the text. O I ) | | le 
e OVER 25 EXAMPLES EXCERPTED FROM ACTUAL à ‘ 
CORPORATE FINANCIAL DATA (each identified by its com- 
pany logo in the margin) that illustrate the proper disclosure. for 
many topics and also relate classroom work to real-world 
accountancy practices 
.plus, AN ANNUAL 


REPORT PRINTED 
IN ITS ENTIRETY. 


e AN ABUNDANCE OF 
CHAPTER LEARN- : 
ING AIDS, which ; i 
include chapter-opening 


objectives, and end-of- 
chapter assignment materials divided into questions, cases, exercises, and problems (many 
selected from past Uniform CPA Examinations and so designated). 


° A SPECIAL INDEX OF CPA EXAMINATION REVIEW PROBLEMS, taken from 
prior examinations and classified by subject matter. 


Available Now. HOG pages. Casebound. 


AND A COMPLETE PACKAGE OF SUPPLEMENTARY MATERIALS 


For the Student: Study Guide. Working Papers. check. Figures. 

For the Instructor: Solutions Manual. Test Bank. Transparencies. 

AND.. .“The intermediate Account”’—a professionally prepared annual news- 
letter that will help solve the perennial accounting problem of keeping up with the latest 
changes in the field. Organized by chapter to include all important accounting trends and 
announcements as well as additional assignment materials. To pas sent to all PAEARU instruc- ` 
tors each August, beginning this Anput ` . 





FINANCIAL ACCOUNTING: 
CONCEPTS AND PRINCIPLES 


r by David F. Fetyko (Ph.D., Michigan State University), Central Michigan University. 


David Fetyko’s new text offers your accounting majors the depth of coverage and good, 
solid grounding in the essentials they will need for future courses. However, Fetyko doesn’t 
overlook non-majors and their need for clear conceptual exposition and the best in pedagogical .. 
aids. The flexible unitized format breaks down into manageable smaller units—each with its 
own set of assignment materials and objectives. This gives you the flexibility of custom tailor- 
ing your course. 


COVERAGE THAT IS COMPLETE, BALANCED, AND UP TO DATE. 


¢ All topics are given the appropriate amount of coverage for the 
financial accounting course. 


è The effective blend of coneapts and procedures 
exposes students to important accounting practices and to the conceptual 
bases of those practices. 


SO] I le ° The up-to-date coverage and emphasis on control 
and disclosure were highly praised by reviewers. 
THE RIGHT AMOUNT OF PEDAGOGY, POSITIONED IN THE 
RIGHT PLACES, AND PROBLEMS THAT WORK. | 


e Carefully developed unique exhibits because Fetyko 
is well aware that students understand concepts better when the 


fis are displayed visually. 
An impressive amount of assignment material— 
. all of which has been extensively class-tested. It includes ` 
0060 exercises and problems for each unit plus review problems. for 
student study and analysis. 


e Carefully developed problems i in the text have. been 
developed by David Fetyko over a long and 
successful teaching 
career. The problems 
truly fit the text. 


* e Functional design 
- features such as Wide 
; l margins, a Sec- 
| @ ond cclor for 


clarification, 
boldfaced key 
terms. 


AND A COMPLETE PACKAGE OF SUPPLEMENTARY MATERIALS 


For the Student: Study Guide. Working Papers. Practice Set. 
Check Figures. 

For the Instructor: Instructor’s Manual. Test Bank. Unit Quizzes. 
Solution to Practice Set. Transparencies. 








For information on these and other Kent/Wadsworth texts, write Box AR- KA-80, 


~ KENT/WADSWORTH 
Ten Davis Drive. Belmont, California 94002 
(*Kent Publishing Company was created in 1979 as the exclusive publisher ‘of business texts for Wadsworth, Inc. Jz 








Journal of Business Finance 
and Accounting 


VOLUME 6 NUMBER 3 AUTUMN 1979 
Editor: J. R. Perrin, University of Warwick, Coventry, U.K. 
CONTENTS 


Profit Measurement in Divisionalised Companies Robert W. Scapens 
Divisional Cost of Capital and the Measurement of Divisional Performance Mahamoud A. Ezzamel 
The Contribution of Fisher to Cash Flow Accounting T. A. Lee 
Proposals for the Reform of Commercial Accounting Law in Germany 
A Note on Cost Escalation Clauses Kenneth P. Gee 
Stochastic Interest Rates and Investment Appraisal F. M. Wilkes 
Dividend Policy Revisited: Within-And-Out-of-Sample Tests Jean-Pierre D. Chateau 
An Arbitrage Rationale for Tests of Mutual Fund Performance K. V. Peasnell, 
L. C. L. Skerratt `^ 
and P. A. Taylor 
Improving the Efficiency and Effectiveness of Financial Ratio Analysis C. R. Laurent 
Review 


Annual subscription £14.50 (US $34.00) to library and business subscribers, or £8.25 (US $20.00) to in- 
dividual teachers and students. Single copies £4.50 (US $11.00) to all subscribers. Order through booksellers 
or direct from the publishers, Journals Dept., Basil Blackwell, 108 Cowley Road, Oxford, OX4 1JF, U.K. 








ACCOUNTING, ORGANIZATIONS 
AND SOCIETY 


An international journal devoted to the behavioural, organizational and social aspects of accounting 


Editor: Anthony G. Hopwood 
London Graduate School of Business Studies 





Volume 4, Number 1/2 
CONTENTS 


A. G. Hopwood Editorial 

A. D. Chandler, Jr. & H. Daems Administrative coordination, allocation and monitoring: a comparative 
analysis of the emergence of accounting and organization in the 
U.S.A. and Europe i 

D. K. Clancy & F, Collins Informal accounting information systems: some tentative findings 

J. F. Dillard Valence-instrumentality-expectancy model validation using selected 
accounting groups 

M. W. Dirsmith & S. F. Jablonsky MEO, political rationality and information inductance 


D. McDonald & A. G: Puxty An inducement-contribution approach to corporate financial reporting 

D. N. Ricchiute Standard setting and the entity-proprietary debate 

Action Forum from the Federal Republic of Germany 

K. Brockhoff A note on external social reporting by German companies: a survey of 
1973 company reports 

M. Dierkes Corporate social reporting in Germany: conceptual developments and 
practical experience 

H. Schreuder Corporate social reporting in the Federal Republic of Germany: an 
overyiew 

A. A. Ullmann Corporate social reporting; political interests and conflicts in Germany 

Methodological Note 

I. Hägg & G. Hedlund “Case studies” in accounting research 


Annual Subscription US $95 for libraries and multiple-reader institutions. Any individual, whcse library takes 
out an institutional subscription, may purchase a subscription for personal use at US $30. Student rate US $20. 
All subscription enquiries should be addressed to: The Subscription Fulfillment Manager, Pergamon Press 
Ltd., Headington Hill Hall, Oxford OX3 OBW, England. 
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A research quarterly published by the Institute of Chartered Accountants in England and Wales 


Editor: R. H. Parker, University of Exeter, England 
CONTENTS 


Research in Accounting—Purpose, Process and Potential R. I. Tricker 
Budget Planning: A Dynamic Reformulation Lloyd R. Amey 
A Multiple Objective Approach to Capital Budgeting Krish Bhaskar 


Taxation-Induced Interdependencies in Project Appraisal Graham Grundy 
Paul Burns 

Asset-Size Distribution: Some Research Implications J. R. Francis 

Company Promotion and the Accountancy Bruce L. Anderson 

Profession in Nineteenth Century Sheffield Alan M. Hoe 

Inflation Accounting in the Nationalised Industries: a Survey and Appraisal D. M. Wright 

A Note to ‘A Reinstatement of the Accounting Rate of Return’ M. J, Mepham 

Book Reviews 

Notes on Contributors 


Subscriptions—U.K. £14.00; Overseas £18.00; Airmal £21.00 should be sent to City House, 56-66 
Goswell Road, London EC1M 7AB England. 
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You have a choice. 
Don’t Gamble — Rely on Prentice-Hall. 


Finding the right text for your accounting students can be a real hassle. Managers talk 
about accounting in a manner different from the way accountants talk about accounting. 
And corporate administrators have their unique style. Prentice-Hall has three new texts. 
Each is different. Each talks to a specific group — providing the type of material your 


students really need to know. 


The New Edition for the 80's 
Finney and Millers Principles of Accounting 
— Introductory, 8/E 
Glenn L. Johnson, Washington State University; 
and James A. Gentry, Jr., Emory University 
An introductory text for students with no account- 
. ing background. The text provides familiarity with 
the basic concepts and techniques of financial state- 
ment preparation, and the use of accounting data 
for decision making. It emphasizes the corporate 
form of business organization and quickly intro- 
duces students to corporate financial statements 
and a transaction work sheet. In addition, to ensure 
real business know-how it contains a chapter on 
process costing that includes interdepartmental 
transfers from one process to another and the pro- 
duction report. The chapter on standard costs cov- 
ers flexible budgets, standard factory overhead 
costs, and factory overhead variances. The cost- 
volume-profit analysis includes changes in 
sales mix of a multi-product firm 
and material on relevant rev- 
enues and costs for 
managerial decision 
making. There is a 
completely new chap- 
ter on bond investments 
and liabilities, and ex- 
panded coverage of stock 
investments. The appendices 
incorporate additional 
corporate material — voucher sys- 
tem, financial statements from the 
annual report of a corporation, and 
compound amount and present value 
tables with a complete set of supplemen- 
tary material. TRULY A CLASSIC UP- 
DATED FOR THE 805. 


1980 800 pp. est. 














Accounting: A Management Perspective 
Lyman A. Keith, Northeastern University 

Written truly from a managers perspective, this 
text takes a pragmatic approach that minimizes ac- 
counting theory. Keith’s broad background in 
management enables him to present accounting as a 
tool that can make the management process more 
effective. His text emphasizes an understanding of 
cost, cost behavior, and cost systems. It shows the 
operating manager what the accounting system can 
do — and what it can not do. For the non- 
accounting business major who must understand 
the accounting process. 


1980 448 pp. est. 


The Accounting Professional: Ethics, 
Responsibility and Liability 
Floyd W. Windal and Robert N. Corley, both of 
the University of Georgia 
For all accounting professionals — management ac- 
countants, internal auditors, external auditors, 
consultants, or tax practitioners — a 
text that details professional 
ethics, responsibilities 
and liabilities of 
accountants. It fo- 
cuses students on 
errors commonly 
committed - and 
shows them how to 
avoid them. To help 
students understand the 
types of ethical problems 
that will face them, the text 
includes numerous. hy- 
pothetical examples. For the 
same reason, it contains 
numerous landmark cases 
which define the liability of 
accountants. 


1980 468 pp. 


For more information on any of these texts or to reservé an examination copy, please write to: 
Robert Jordan, Prentice-Hall, Inc., Dept. J-215, Englewood Cliffs, N.J. 07632. 


| j NEW APPROACH TO MANAGERIAL- 
ACCOUNTING THEORY! 


~ A Behavioural Analysis of Joint-Cost 
Allocation And Transfer Pricing 
By 


Arthur L. Thomas, Harmon Whittington Professor, - 
Rice University; after June 30, — 
1980, Arthur Young Distinguished 
Professor, The University of Kansas. 


This 322 page monograph, based on the Fourth Arthur Andersen Visiting Lec- 
tures, delivered at the International Centre for Research in Accounting of The 
University of Lancaster in May 1977, extends the author's earlier, award- 
winning research on financial accounting’s allocations into two especially" 
important areas of managerial accounting. 


Part One examines in detail the operating properties of nine different joint-cost 
allocation methods (some newly created for this study), proving that (a) 
roughly half or more of the properties of any individual method will be perverse, . 
yet (b) the nature of. such perversities varies considerably from method to 
method, allowing companies to choose schemes or combinations of schemes 
that best suit their individual circumstances. Thus, although all such allocation 
methods are radically arbitrary, there are grounds for rational choice among them. 


Part Two takes a bleaker view of transfer pricing. It proves that all mathematically 
sophisticated transfer-pricing schemes published through mid 1977 come to 
. grief on persistent and possibly unsurmountable difficulties of autonomy, 
evaluation and motivation. 


Written in a highly readable style, this book also includes an extensive 
bibliography. 


Price $6.00. Order from. Stipes. 


We again call your attention to the First Lecture in the Series by Norton M. Bedford, Weldon 
Powell Professor of Accounting, University of Illinois : The Future of Accounting ina Changing 
Society (1969) price $1.50, the Second Lecture by Stephen A: Zeff, Professor of Accounting, 
Tulane University : Forging Accounting Principles in Five Countries: A History and Analysis of 
Trends, price $3.00 (1972), and the Third Lecture by Maurice Moonitz, Professor of Accounting, 
University of California, Berkeley : Changing Prices and Financial Reporting, Price $1.50 (1973). 


l STIPES PUBLISHING CO. 
10-12 Chester St., Champaign, Illinois 61820 








_ JUST PUBLISHED 


ACCOUNTING. 
PRINCIPLES 


Roger H. Hermanson 
Georgia State University 





James Don Edwards 
University of Georgia 


R. E Salmonson 
Michigan State University 


The Most Carefully Prepared Elementary Accounting 
. Package in Publishing History : 


A Distinguished Text Enhanced by Superior Features: . | 


% Uses a two-color format: with extra wide pages for easier reading 
and better.comprehension. 


% Contains a wealth of questions, exercises, and problems for each 
chapter. 


% Written at a level that can be easily understood by beginning ` stu- 
dents. 


% Accompanied by a complete package of supplementary materials. 


% All materials meticulously prepared by and personally proofread by 
the authors. 


% Covers financial accounting in the first 18 chapters; remaining 10 
chapters primarily managerial accounting. 


Complete Package of Teaching Aids . 


Instructor’s Solutions Manual è Study Guide è Transparencies © List of. Check 
Figures .e Working Papers e Achievement Tests and Comprehensive Tests @ 
Quiz/Examination Booklet with Answers @ 3 Practice Sets © Solutions to the 
Practice Sets @ 


‘Examination copies for adoption consideration suiibee on request; 
please indicate course title and text presently used. 
BUSINESS PUBLICATIONS, INC. @) 


13773 North Central Expressway, Suite 1121, Dallas, Texas 75243 


Tax ACCOUNTING ALWAYS CHANGES. . . 
THE NEED FOR TAX PLANNING DOESN'T. 


NEW 1981 — Available Now! BUSIN, 
BUSINESS AND PERSONAL TAXES, D 
1981 Edition 
“An introduction to taxation covering both busi- 

ness and personal taxes, concepts rather than 

procedures for return preparation, and tax 

planning as an integral part of business and 

personal decision making.” — from the preface 

1981 6%x9% Est. 400 pp. 


_ ALLYN AND BACON, INC. 


College Division/Dept. 893/470 Atlantic Ave. 
Boston, Massachusetts 02210 


A & B _ Boston e London » Sydney » Toronto 
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THE ACCOUNTING REVIEW 

c/o the American Accounting Association 
5717 Bessie Drive 
Sarasota, FL 33583 








Volume No. 3 


The Core of the Curriculum 
for Accounting Majors 


by 
Richard E. Flaherty 


234 pages 


This publication presents the results of a research study designed to assist in 
the evaluation and development of accounting curricula in colleges and uni- 
versities. Specific objectives of the study included identification of a body of 
common accounting knowledge, identification of cores of accounting knowl- 
edge for various areas of specialization, determination of the degree of emphasis 
which ought to be placed upon conceptual knowledge and technical ability for 
various accounting topics and determination of the relative importance of 
accounting topics. Also, the views of accounting educators and accounting 
practitioners with respect to various accounting topics are compared. Opinions 
of individuals with recognized expertise in accounting education and account- 
ing practice were gathered and served as the data source for the study. 

The results indicated that, on an overall basis, respondents placed more 
emphasis upon conceptual knowledge than upon technical ability. Also, sig- 
nificant differences between importance responses of educators and practi- 
tioners were found for a majority of the questionnaire topics. The author dis- 
cusses some implications of these and other findings in the concluding chapter 
and raises questions which can best be addressed through additional research. 
Also included in the publication is a lengthy bibliography: which should be 
useful to researchers dealing with accounting education issues. 

The findings should be interesting and useful to educators responsible for 
evaluating and developing accounting curricula. Likewise, textbook authors 
should find the study useful. The findings should also be of interest to account- 

_ ing practitioners. 


Published 1979 


Members........... Sanctad dude Sasa $6.00 
Nonmembers........0.cseccececeee $8.00 





Fs! Ten Good Reasons Why | 
CCH’ s FEDERAL TAX COURSE Is 
`. Today’s Most Teachable Tax Text 


„a Each annual edition of CCH's Hundreds of examples clearly 
1 a Course is revised throughout, to . 6. illustrate complex tax situations. 
reflect latest tax changes right down to 


press time. _ A special chapter, “Finding the 


a Answers to Federal Tax Ques- 
It siaivaea income tax rules in tions,” shows students how to solve 
2. light-of accounting principles with research problems. 
special attention given to accounting — 


angles involved in tax decisions. 8 Three special tax books with 
i l l a filled-in and blank facsimile forms 


_ demonstrate the. prepara- 
tion of various income tax - 
return forms and permit: 
practice preparation by 
students, — 


3 In addition to hun- | 
a dreds of “work-and- 
learn” tax problems, the f° 
CCH Course provides |’ 
special comprehensive 
Review Problems to help [amas oe oe eg, 
test student understanding | TANE | reperat TA* 9 A helpful in-. 


COURSE a Structor’s Guide 
eean ane from _ eases Course prepara- 


‘tion with time-and-work- 
_ saving course outlines 
7 4 Throughout, a boxed § and lecture notes, an- 

=» feature spotlights $ « ont swers to text problems, 
theories: and concepts of SOIE conta plus special examination 
tax law rather than just § questions with solutions, 


return-making aspects. 






CCH’s Tax Course ‘has been. 
Theoretical and practical, the 10. teacher-tested for effective use 

a CCH Course tells your students and is currently being used in hundreds 
why whenever it shows them how. of schools across the country. 


Over 1,400 Pages ° 6” x 9” o Spectal Student Price on Quantity Adoption 
Includes Three Supplemental Forms and Problems Booklets 
Published Annually in June or July + A CCH Editorial Staff Publication 


Teachers! Send for Your Free Examination Copy Today! 
- COMMERCE, CLEARING, HOUSE, IN 


SRA ARAN TS LEARING, SARA ANC: 
PUBLISHERS of TOPICAL LAW REPORTS 


4025 W. PETERSON AVE., CHICAGO, ILLINOIS 60646 





AMERICAN ACCOUNTING ASSOCIATION 
A Color Videocassette No. 3 


““Management’s Responsibilities for Internal Accounting Control: The Impact 
of the Foreign Corrupt Practices Act” l 






A videotaped panel discussion among Alan Certain, Price Waterhouse & Co. ; 

Kenneth Jobnson, Coopers & Lybrand; and Eugene Minahan, Chairman of 
the AICPA Special Advisory Committee on Internal Accounting Control; | 
Henry Jaenicke, Franklin and Marshall College, Moderator. 


The. subject of the videotape is the impact of the internal accounting control 
requirements of the foreign corrupt practices act (FCPA), which is now part of 
Section 13(b) of the Securities Exchange Act of 1934. The panel discusses the 
meaning of internal accounting control, the requirements of the FCPA, how to 
evaluate a system of accounting controls for compliance with the Act, the cost/ 
benefit analyses that are implicit in the Act, and the impact of the Act on the 
future of the accounting profession. The presentation assumes that the viewer is 
not familiar with the FCPA or the nature and objectives of internal accounting 
control. . ` 















The videotape'was produced under:the auspices of the Committee on Account- 
ing Education of the American Accounting Association, and was made possible 
by a grant from Price Waterhouse & Co. 


Intended Audience: Students of the intermediate level and above. 
Length: 46 minutes 

Media: Color Videocassette, 2” 

Price: Members $85.00" 
Nonmembers $85.00 











a a a a a ee me ne me e 


ORDER FORM 


We wish to purchase a copy of Videotape No. 3 entitled, ““Management’s 
Responsibilities for Internal Accounting Control: The Impact of the Foreign 
Corrupt Practices Act” 


fl Check Enclosed 


g Please Invoice 

















Invoice to: 


American Accounting Association 


PAUL L. GERHARDT, Administrative Secretary 
5717 BESSIE DRIVE, SARASOTA, FLORIDA 33583: 


Publications 


(Monographs—Nos. 1, 2, 4, 5, and 7 are out of stock.) 


Monograph-No. 3, AN INTRODUCTION TO COR- 
PORATE ACCOUNTING STANDARDS BY W.A. 
Paton and A. C. Littleton, 156 pages...........00 
Monograph-No. 5, STRUCTURE OF ACCOUNT- 
ING THEORY by A. C. Littleton, 234 pages....... 
Monograph-No. 6, THE PHILOSOPHY OF AUDIT- 
ING by R. K. Mautzand Hussein A. Sharaf, 248 pages 
PRICE LEVEL CHANGES AND FINANCIAL 
STATEMENTS, CASE STUDIES OF FOUR COM- 
PANIES by Ralph C. Jones, 179 pages............ 
PRICE LEVEL CHANGES AND FINANCIAL 
STATEMENTS, BASIC CONCEPTS AND METH- 
ODS, by Perry Mason, 32 pages. ..........cesse0. 
EFFECTS OF PRICE LEVEL CHANGES ON 
BUSINESS INCOME, CAPITAL AND TAXES, by 
Ralph C. Jones, 199 pages........sseceecreeecees 
Bookle-ACCOUNTING AND REPORTING 
STANDARDS FOR CORPORATE FINANCIAL 
STATEMENTS AND PRECEDING STATE- 
MENTS AND SUPPLEMENTS, 64 pages......... 
THE ACCOUNTING REVIEW.........-.--5065 
All issues of this quarterly journal for the years 1976 
through 1979 are available, with the exception of the 
April, 1977, issue. An annual index is bound in the 
October issue for each year. 

Issues prior to January, 1964 must be ordered from: 
Kraus Reprint Corp.—16 E. 46th St., New York, NY 
10017 
A STATEMENT OF BASIC ACCOUNTING THE- 
ORY by The Committee to Prepare a Statement of 
Basic Accounting Theory, 100 pages............00: 
STATEMENT ON ACCOUNTING THEORY AND 
THEORY ACCEPTANCE, by The Committee on 
Concepts and Standards for External Financial Re- 
ports, 61 Pages... .. cee scence iiai acer cecepeces 
A STATEMENT OF ACCOUNTING PRINCI- 
PLES, by Sanders, Hatfield, and Moore, 138 pages.. 
TAX PLANNING FOR EDUCATORS by the Com- 
mittee on Tax Information (1978), 96 pages......... 
ACCOUNTING STUDENTS AND ABSTRACT 
REASONING by George E. Shute, 71 pages....... 
NOTABLE CONTRIBUTIONS TO THE PERI- 
ODICAL INTERNATIONAL ACCOUNTING 
LITERATURE—1975-78, by the International Ac- 
counting Section of the AAA, 168 pages............ 
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: AAA NON- 
‘PUBLICATIONS +. MEMBERS MEMBERS 
STUDIES IN ACCOUNTING RESEARCH: 
Volume No. 1, Investment Analysis and General 
Price-Level Adjustments, by T. R. Dyckman, 76 


pagës. oe sarare ia Aken omeeedya sateen nid $4.00 $6.00 
Volume No. 2, Accounting and Information Theory, 
by Baruch Lev, 84 pages........ cece eceeeeee eee $4.00 $6.00 
Volume No. 3, The Allocation Problem in Financial 
Accounting Theory, by Arthur L. Thomas, 122 pages $4.00 $6.00 


Volume No. 4, Accounting Controls and the Soviet 
Economic Reforms of 1966, by Bertrand Horwitz, 


TA PAGES oo oy sb Gaia Ree pera aa a E da eemeswa $4.00 $6.00 
Volume No. 5, Information Evaluation, by Gerald 
A. Feltham, 149 pages: ccuivcansaaa teen veanee $4.00 $6.00 


Volume No. 6, A Statement of Basic Auditing Con-. 
cepts, by The Committee on Auditing Concepts, 


58 Paves. eni evades ENA OE EREE RA $4.00 $6.00 
Kolume No. 7, Valuation of Used Capital Assets, by 
Carl Beidleman, 84 pages....... 02... cece eee $4.00 $6.00 


Volume No. 8, Obtaining Agreement on Standards 


O83 DURES oars N ocaece $4.00 $6.00- 


Volume No. 9, The Allocation Problem: Part Two, 

by Arthur L. Thomas, 194 pages..............4. $4.00 $6.00 - 
Volume No. 10, Theory- of Accounting Measure- 

ment, by Yuji Ijiri, 210 pages................0. $4,00 $6.00 


Volume No. 11, The Impact of Audit Frequency on 
the Quality of Internal Control, by Russell M. Bare- 
field, $6 paees..% saicvececd see eter irrena ends $4.00 $6.00 
Volume No. 12, A Comparative Analysis of Selected 
Income Measurement Theories in Financial Ac- 


counting, by James A. Anderson, 120 pages...... $4.00 $6.00 
Volume No. 13, Measurement in Accounting Infor- 
mation Criteria, by Theodore J. Mock, 116 pages. . . $4.00 $6.00 
Volume No. 14, Phantasmagoric Accounting, by 

Robert E. Jensen, 200 pages........... eee eeees $4.00 $6.00 


Volume No. 15, Adaptive Behavior: Management 
Control & Information Analysis, by Hiroyuki Itami, l 
164 Pages. ioeo r n N de dates Oe ae eels $4.00 $6.00 
Volume No. 16, Earnings or Cash Flows: An Ex- 
periment on Functional Fixation and the Valuation 
of the Firm, by A; Rashad Abdel-khalik and 
ae Thomas F. Keller, 101 pages............--0--55 $4.00 $6.00 © 
“.. ACCOUNTING EDUCATION SERIES: 

' Volume No: 1, Accounting Education : Problems and 

Prospects, edited by James Don Edwards, 602 pages $7.00 $14.00 

Volume No. 2, Researching The Accounting Cur- 

riculum: Strategies for Change, edited by William 











Ferrara, 227 Pages... n<cscasestiycdev ceed aees $6.00 $8.00 
Volume No. 3, The Core of the Curriculum for Ac- 
counting Majors by Richard E. Flaherty, 234 pages $6.00 $8.00 


Volume No. 4, Empirical Research in Accounting: 
-A:Methodological Viewpoint by A. Rashad Abdel- 
khalik and Bipin B. Ajinkya, 125 pages......... : $4.00 $6.00 


TWO SIGNIFICANT 
NEW REVISIONS 


From Charles E. Merrill 
Now Available 


MANAGERIAL 
ACCOUNTING: 


process Seasin, divisional 

ance measures, and funds flow 
“analysis * Expanded variety of end- 
of-chapter problems and exercises. 


yo 
For your amination copy, write Chris Cole, Dept. AR 


CHARLES E. MERRILL PUBLISHING CO. 


Box 508/1300 Alum Creek Drive è Columbus, Ohio 43216. 





ACCOUNTING EDUCATION AND THE 
THIRD WORLD 


The 1976-78 Committee on International Accounting Operations and Education of the American 
Accounting Association has prepared a comprehensive study (“Accounting Education and the Third 
World”) pertaining to the impact and function of accounting education in development countries. 
The aims of this study by the International Committee are: 


1) to outline, by means of specific Third World country appraisals in different regions, an assess- 
ment of the needs for accountancy education in socio-economic development. 

2) to set forth a conceptual and pragmatic framework for enhancing accounting knowledge, educa- 
tion and practices in Third World economies. 

3) to assess the role of educational institutions throughout the world in disseminating accounting 
know-how and expertise for developing economies. 

4) to suggest how assistance may be given to Third World countries by way of effective educational, 
training, and research programs in conjunction with local, regional, and international educa- 
tional, institutional, and development bodies. 


Closely aligned to these aims is the portrayal of the potential role of the American Accounting 
Association (AAA, together with other organizations: and associations, in enhancing accounting 
knowledge and skills in developing countries, and in making available effective and efficient methods 
to help transfer and internally develop accounting knowledge skills, and related activities. 

This book, the publication of which has been generously financed by the Price Waterhouse Founda- 
tion, will be of particular relevance for educational institutions, governments, development agencies 
and others in Third World countries, and the distribution will be going to these entities in developing 
economies. Members of the AAA may obtain one copy at no charge by writing to the American Ac- 
counting Association, 5717 Bessie Drive, Sarasota, FL 33583. 


Notable Contributions to the Periodical 
International Accounting Literature — 
1975-78 


BY THE INTERNATIONAL ACCOUNTING SECTION OF AAA 


This volume is the first major publication of the International Section 
of the American Accounting Association. The 15 selections in this 
“reader” reflect a variety of outstanding articles from many which were 
nominated. It is a valuable collection of articles for specialists, and it 
exposes students to issues in international accounting. 


168 pages 
SH iaa EEE 
Nonmembers..........+eeseceeee+ -$8.00 





` ACCOUNTING: 


_ Basic, Intermediate, Advanced 
< And Everything | In Between.. wi 


_ Basic Texts 


ACCOUNTING PRINCIPLES 
Twelfth Edition 


. »Niswonger and Fess. 


. Most widely used first-year text on the 
market.: 
uses of accounting data. .. 28 chapters :. 

complete package of supplementary materials. 


: FINANCIAL ACCOUNTING: Concepts, 
Valuation, Analysis 

‘Second Edition 
Hobbs and Moore 


Designed for the first accounting course— a 


undergraduate and graduate... focuses on i 
-accounting issues and problems... 16 chapters 
. -decisión problem in each chapter. - 


Intermediate- Text. ¥ 


INTERMEDIATE ACCOUNTING 
` Comprehensive Volume 
Sixth Edition 
Simons, Revised by Smith and Skousen 
The leading full-year and CPA review text... 
strong in accounting theory and problem 
materiał... 


latest pronouncements. ..27 chapters. 


, Advanced Texts 


ADVANCED ACCOUNTING 
Fischer, Taylor and Leer 

- Ideal for 1-.or 2-term courses... . intro chapter 
develops purchase and pooling theory prior to 
introducing working paper procedures... ah. 
worksheets in trial balance format... all slimi- 
nations based on equity method. ..19 chapters. 


emphasizes concepts, principles and ` 


periodic newsletters provided for . 


[cost ACCOUNTING-—-Planning NEW 
- and Control 


Seventh Edition 
Matz and Usry 
Designed for thorough, Start course.. 
outlines fof shorter courses included in Preface ` 
.. emphasis on planning and control. . Arai : 
tative techniques included where relevant... 
28 chapters. 


- Everything-in-Between 
. Texts 


MANAGERIAL ACCOUNTING : NEW | 
Fifth Edition 
Moore and Jaedicke ‘ 
Designed for second course of the principles 
sequences... emphasizes hew accounting data 
is used by management in planning and con- 
trolling. ..15 chapters.. - highlights analysis 
and decision making. 


AN INTRODUCTION. TO THE :secN NEI 
Second Edition | 
Skousen. 

Acquaints students with the nature, origin, 
and operations of the SEC... highlights the 
involvement of the accountant and business 
person in investment decisions and capital 
markets regulation by the SEC...5 chapters. 


REVIEW ALL 7 TEXTS TODAY! 


SOUTH-WESTERN PUBLISHING CO. 


5101Madison Road, > 355 Conds Street, ` 


41310 Gemint Lane, 
Cincinnati, OH 45227. West Chicago, 1L 60185 Oatiss, TX 75229 


925 Spilag Road, O35 Califomta Avenue — 
Paths Manar, NY 10803" Pelo Alto, CA 94304 
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This text shows students the practical im- 
-portance of each concept or principle 
immediately upon learning its definition 
and conceptual significance by integrating 
important accounting concepts and prin- 
ciples into the topical discussion. 


_ The text focuses on generally accepted 


accounting principles that guide the ac- 
cumulation and presentation of account- 
ing data. 


t An entire chapter is devoted to the 
+ problem on inflation accounting. Chap- 
‘ter 16, "Accounting for Price-bevel 
_ Changes, " incorporates and explains the 
_new reporting requirements of FASB State- 




















































































































ment 

No. 33, 
‘Financial 
Reporting and 
Changing Prices." Both 
constant dollar accounting 
and current cost accounting are 
discussed, as required by FASB No. 33. 






































The extensive teaching package that ac- 
companies the text includes: Working 
Papers; Study Guide, prepared by Dan 
Short, University of Texas at Austin; Prac- 
tice Set; Solutions Manual to Practice 
Set; Check Figures; Solutions Manual; 
Booklet of Examinations and Examina- 
tion Materials; and Transparencies. 


Examination copies for adoption consideration available on 
request; please indicate course title and text presantly used. 


Richard D Irwin, Inc. j 


‘Homewood, Illinois 60430 











_ Prentice-Hall pats it there. | 


An Introduction to Federal Taxation 
William L. Raby, Touche Ross aia and Victor. H. Tidwell, Arizona © 
| State University . ` 





"Because this may be the sity tax course your widens take, the sutton 
give a complete overview -of the: subject... the individual, family, 
partnership, corporation . . ` triists, estates, gifts, research and more: 


tance and effects on our daily personal and business financial decisions, 


‘and how it relates to other tax-paying entities. No other Kemna text. * 


__ stresses this relevant and important role. 


ESS 


‘And unlike other- texts, focusing’ on rules/regulations memotization, Ari. ne 


. Introduction to Federal Taxation, clearly distinguishes between the 


:general principles,. exceptions and legal advantages of the rules . “while ; 


“eliminating all the legal and. technicél j jargon. 


` The text’s identifying approach uses a hypothetical taxpayer Aronson 
student's progress.with his financial situation from a simple wage earnet ae 
-with no deductions.to that of a wealthy businessman with tax omple Ra 


ities. In this way, students can better understand the examples, and getin- ` 
*volved and excited in the process of controlling one’s own tax impact. 
With the aid of highlighting visuals, boxed tips and chapter-end prob- 4 
_lems, Raby and Tidwell surely | make taxation come alive! 


1980 ° 640 est. pp. cloth, 


_ A Teacher's Guide will be available: You may abian copies of supplemen- i 


tal tax material through your local P-H PePreaeatative ites ‘of Enns in 


pale “.. quantity). 


~ Prentice-Hall 


For‘ more information, or to reserve an examination copy of this text, 
please write to: Robert Jordan, Dept. J-207, Prentice-Hall, Inc;, rEg” 
wood Cliffs, New ics 07632. 





i `The emphasis here is on the SKILLS OF TAX PLANNING, its impor- N Cae . 
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